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FOREWORD

The text of the Uniform Certified Public Accountant Examinations, prepared
by the board of examiners of the American Institute of Certified Public Accountants
and adopted by the examining boards of 50 states, the District of Columbia,
Puerto Rico, and the Virgin Islands, are periodically published in book form.
Unofficial answers to these examinations, which appear in T he J ournal of
A ccountancy from month to month have been concurrently published in sep
arate volumes, of which this is the tenth. These books have been used in accounting
courses in schools throughout the country, and have proved valuable to candidates
for the CPA certificate.
Responding to a continuing demand, we now present a book of answers
covering the period from May 1957 to November 1959. The problems and ques
tions of this period appear in a separate volume which is being published simul
taneously. It cannot be too strongly emphasized that these answers are not in
any sense official. They represent merely the opinion of Wilton Anderson, who
has prepared them for publication.
John L. C arey , Executive Director
American Institute of Certified Public Accountants

May 1960
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Answers to Exam inations, May 1957
Accounting Practice—Part I
May 15, 1957; 1:30 to 6 p.m.
Solution 1

1

A nswers

2

Solution 2
F. LEFTGAL
Balance Sheet—December 31, 1956

Assets
Current Assets:
Cash
Amounts due from customers
Contracts in process:
Costs incurred
Amounts billed

$ 5,200
78,500

Amount billed in excess of cost
Unbilled cost on contracts
Total current assets

$93,250
73,000
$20,250
4,750
25,000
$108,700

Fixed Assets:
Fixed assets (net of depreciation)

21,000
$129,700

Liabilities and Capital
Current:
Accounts payable
Advance billing on contract in process
Capital:
Leftgal, capital balance before profit
Profit for the year (N ote)
Leftgal, capital 12/31/56

$ 5,100
4,750 $

9,850

$67,850
52,000
119,850
$129,700

Statement o f Income and Expense
Year Ended December 31, 1956
Income from contracts
Less—Cost of contracts (including $30,500 overhead)
Deduct overhead expenses not applied to contracts
N et income for year

$424,000
335,500
$ 88,500
36,500
$ 52,000
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Computation of Accounts Receivable
Contract
Price

Customer
Louis Building Co.
Joseph & Sons, Inc.
Goss Wreckers
Bealey Co.
Davis Co.
Easy Co.
Total

$ 9,000
15,000
14,000
41,000
65,000
Closed

Book
Balance
—

$ 1,000
2,000
11,000
65,000
46,500

Amount
Collected

Amount
Billed
$ 9,000
15,000
13,000
30,000
30,000
Closed

$ 9,000
14,000
12,000
30,000

—
—

Accounts
Receivable
—

$ 1,000
1,000
—

30,000
46,500
$78,500

C o m p u ta tio n o f U n b illed W o rk

Goss Wreckers
Bealey Co.
Davis Co.
Total

Cost

Billed

$ 8,250
35,000
50,000
$93,250

$13,000
30,000
30,000
$73,000

Unbilled

Billed in
Advance
$4,750
—
—
$4,750

—

$ 5,000
20,000
$25,000

Computation of Income and Cost Adjustments
$400,000
24,000
$424,000

Contract sales per books
Contracts completed but not closed ($9,000 plus $15,000)
Total sales

$308,000

Cost of sales per books
Contracts completed but not closed
Overhead at 10 per cent
Total cost of sales

$25,000
2,500

27,500
$335,500
$ 28,000
2,500
$ 30,500
67,000
$ 36,500

Overhead expenses absorbed per books
Absorbed on contracts not closed
Total absorbed
Expenses incurred
Amount un absorbed

Solution 3
a.

Computation of selling price per unit
Amount Ratio

M aterial
D irect labor
Burden
Administrative expense
Profit
Selling expense at 15% of selling price ($7.82 ÷
Selling price

85)

$4.00
.60
1.00
1.20
1.02
$7.82
1.38

85%
15%

$9.20 100%

4

A nswers

b.

Projected profit and loss statement (Using 24,000 units)
Amount
$220,800

Sales
Cost of Sales:
Material
Direct labor
Burden
Total cost of sales
Manufacturing profit
Operating Expenses:
Selling
Administrative
Total operating expenses
Net profit

c.

$96,000
14,400
24,000
134,400
$ 86,400
$33,120
28,800
61,920
$ 24,480

Computation of breakeven point
S = breakeven sales
S = fixed costs plus % of variable
598
S = $52,800 +
S — .65S = $52,800
S = $150,857
$150,857 ÷ $9.20 = 16,398 units

Alternate Computation
(1) Starting from present budget the $24,480 of profit must be absorbed by
the increase in per unit fixed costs before the breakeven point is reached. Each
unit less sales reduces profit by $3.22, computed as follows:
Decrease in sales income
Decrease in variable costs:
Material
Direct labor
Selling expense
Decrease in profit per unit of sales decrease

$9.20
$4.00
.60
1.38

5.98
$3.22

Profit available for absorption on 24,000 units — $24,480.
$24,480 divided by $3.22 = 7,602 units decrease.
24,000 units less 7,602 units
16,398 breakeven units.
Note: The $3.22 consists of overhead— $1.00; Administrative— $1.20; Profit— $1.02
and may be figured direct.

(2) A computation similar to the above but utilizing the amount of fixed cost
to be covered can be made as follows:

A ccounting P ractice—P art I—M ay, 1957
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Amount of fixed costs which will be absorbed by each unit sold below breakeven
point— $3.22.
Total fixed costs ($24,000 + $28,800) — $52,800.
$52,800 divided by $3.22 equals 16,398 breakeven units.

Solution 4
a.

MEDIUM CITY— WORKING FUND (TRUCKING)
Journal Entries

(1) Cash

$ 100,000

Capital

$ 100,000

To record the transfer of capital
from the general fund
(2) Trucks
Cash

40,300
40,300
To record the cost of trucks purchased

(3) Direct labor drivers
Direct labor helpers
Cash

74,000
33,000
107,000

To record the direct labor costs incurred
(4) Depreciation
Allowance for depreciation
To record depreciation allowance for the year

7,657

(5) Gasoline
Cash
Vouchers payable
To record the cost of gasoline

10,600

(6) Supervision
Repairs
Inventory tires and tubes
Tire and tube expense
Cash
To record other indirect costs for the year

15,000

(7) Cash
Due from General Fund
Rental Income—Trucks

95,000
63,000

To record income earned for the year

7,657

9,100
1,500

10,000

500
1,100

26,600

158,000

6

A nswers

( 8 ) R en tal In com e— T rucks
D irect labor— drivers
D irect labor— helpers
D ep reciation
G asolin e
Supervision
R epairs
T ire and tube expense
U nappropriated surplus

$ 1 5 8 ,0 0 0
$ 7 4 ,0 0 0
3 3 ,0 0 0
7 ,6 5 7
1 0 ,6 0 0
15,0 0 0

10,000
1,100
6 ,643

To close income and expense accounts
for the year to surplus

MEDIUM CITY— WORKING CAPITAL FUND (TRUCKING)
Balance Sheet— December 31, 1956
Assets
C urrent A ssets:
C ash
D u e from G en eral F un d
Inventory— tires and tubes
F ix ed A ssets:
T rucks
L ess allow ance fo r depreciation

$ 1 2 ,0 0 0
6 3 ,0 0 0
500

$ 7 5 ,5 0 0

$ 4 0 ,3 0 0
7 ,6 5 7

3 2 ,6 4 3
$ 1 0 8 ,1 4 3

Liabilities, Capital and Surplus
V ouchers P ayable
C apital
U nappropriated Surplus

$

1 ,5 0 0
1 0 0 ,0 0 0
6 ,6 4 3

$ 1 0 8 ,1 4 3
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Solution 5

a.

THE X COMPANY AND SUBSIDIARY
Consolidated W orksheet— December 31, 1956
Eliminations
a n d

Y Company Y
Cash
$ 250,000 $
Marketable securities
400,000
Accounts receivable—customers 1,250,000
Allowance for doubtful
accounts
(25,000)
Subsidiary current account
100,000
Inventories
1,100,000
Treasury stock
Stock of Y Company (at cost)
Advances to subsidiary
Plant, property and
equipment (net)
Accounts payable
Accrued expenses
Due to X Company

50,000
150,000
420,000

Net income

—
—
—

525,000
—
1,000,000
2,420,000

275,000
420,000
150,000
825,000

650,000

250,000

(300,000) (175,000)

Dividends paid
Excess of book value
over cost of stock

(6,700,000) (3,210,000)

Selling, general and
administrative
Other income (net)

(2,400,000) (900,000)
20,000
250,000

$

(500,000) (260,000)
650,000 $ 250,000

(35,000)
—

(7) (100,000)
10,000
(2)
(3) (20,000)
20,000
(1)
(4) (150,000)
(8) (420,000)

1,690,000
70,000
—
—
2,235,000
$ 6,660,000
$ 760,000
450,000

(2)
(7)

(10,000)
100,000
800,000
—
1,000,000

(8) 420,000
(4) 150,000
10,000
(3)
50,000
(4)
10,000
(3)
(9) 175,000
(9) (175,000)
(4)

$ 5,220,000 $2,120,000
$10,000,000 $4,600,000

Cost of goods sold

Estimated federal income
taxes
Net income

(10,000)
—
600,000

710,000
1,525,000
$ 5,220,000 $2,120,000
$ 575,000 $ 185,000
100,000
350,000
—
90,000

Estimated federal taxes
Advances from parent
Capital stock
Retained earnings 1/1/56

Net sales

Adjustments Consolidated
Company
$ 380,000
130,000
150,000 (1)$ (20,000)
530,000
540,000
1,790,000

(50,000)

3,185,000
715,000
(300,000)
50,000
$ 6,660,000

(5) (1,700,000) $12,900,000
(3) (10,000)
(5) 1,700,000
50,000
(6)
(50,000)
(6)
(9) (175,000)

(8,220,000)
(3,250,000)
45,000
(760,000)

(3)$ (10,000)
(9) (175,000) $

715,000
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A nswers

b.

THE X COMPANY AND SUBSIDIARY
Analysis of Retained Earnings
Year Ended December 31, 1956

Retained earnings 1/1/56
Net income for year
Total
Dividends paid
Retained earnings 12/31/56

X Company
$2,420,000

Y Company
$ 825,000

650,000

250,000

$3,070,000
300,000
$2,770,000

$1,075,000
175,000
$ 900,000

Eliminations
and
Adjustments
$ (10,000)
(50,000)
(10,000)
(175,000)
$(245,000)
(175,000)
$ (70,000)

Consolidated
$3,185,000
715,000
$3,900,000
300,000
$3,600,000

Solution 6
a.

THE JOHNSON COMPANY
Manufacturing Accounts
180,000

247,925

$2.20

$1.30

Expenses incurred
(9) Budget variation

Raw Materials
$396,000.00
177,600

$2.20

$390,720.00 (1)

Direct Labor
$322,302.50
247,925 hrs. @ $1.25 $309,906.25 (2)
247,925 hrs.@ .05
12,396.25 (3)
Manufacturing Expense
$ 49,585.00
247,925 hrs. @ .25
14,415.00
8,075 hrs. @ .25

$ 61,981.25 (4)
2,018.75 (9)

Work-in-Process
( 1) Materials—at standard $355,200.00
Material @ $200
per unit
$300,000.00
(2) Labor @ standard
rate
309,906.25
Labor @ $200 per unit 300,000.00
(4) Mfg. exp. @ standard
Expense @ $40 per unit 60,000.00
per hr.
61,981.25
Material quant, variance 22,200.00
(7) Labor hours variance
6,593.75
(8) Expenseefficiency var.
1,318.75
(5) 1,500 units @ $440
(10) Material to actual
(1) 177,600 lbs. @ $.20

(5)
(5)
(5)
(6)

Finished Goods
$660,000.00
52,000.00
Materials— Price Variance
$ 35,520.00
To adjust finished
to actual

$ 32,000.00 (10)

A ccounting P ractice— P art I— M ay, 1957
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Manufacturing Accounts (con tin u ed)

(6) 11,100 lbs. @$2.00

Materials— Quantity Variance
To adjust finished
$ 22,200.00
to actual

$ 20,000.00 (10)

Labor— Rate Variance
$ 12,396.25

(3) 247,925 @ $.05

Labor— Hours Variance
5,275 @ $1.25
Manufacturing Expense— Efficiency Variance
5,275 hrs. @ .25

$

6,593.75 (7)

$

1,318.75 (8)

Manufacturing Expense— Capacity Variance
(9) Hours below budgeted
(8,075)
$ 2,018.75
Manufacturing Expense— Budget Variance
Amount spent under
budget

b.

$ 14,415.00 (9)

Computations of Adjustments to Actual Cost for Material
Finished Unit Equivalents and Standard Costs

Finished
1,500

Units
Total units
Standard cost ($200)

Number
150
30

In Process
Per Cent
Complete

100
50

1,500
$300,000

Equivalents
150
15
165
$33,000

100
300,000
Fraction completed-----------------o r ------333,000
111

Adjustment to Actual for Each Variance
Material price variance
Material quantity variance
Total

Total
$35,520
22,200
$57,720

Finished
$32,000
20,000
$52,000

In-process
$3,520
2,200

$5,720

10

A nswers

c.

Schedule of Work-in-Process—Material
December 31, 1956

Units in process
Finished unit equivalents
Cost at standard
Price variance
Quantity variance
Cost adjusted to actual

180
165
$33,000.00
3,520.00
2,200.00

$38,720.00

Accounting Practice-Part II
May 16, 1957; 1:30 to 6 p.m.
S o lu tio n 1

a.

Entries at August 1, 1956

Debentures payable
Common stock
Unamortized discount and expense
Contributed surplus

$100,000.00
$70,000.00
1,738.75
28,261.25

To record the issuance of 700 shares of common stock in exchange for
$100,000 of debentures and the write-off of the amortized discount and
expense applicable to the debentures cancelled.
Accrued debenture interest
333.33
Cash

333.33

To record payment in cash of interest accrued on debentures converted
as of August 1, 1956.

h.

Entries at August 31, 1956

Amortization of discount and expense
146.25
Unamortized discount and expense
To record amortization of one month’s discount on $900,000 of debentures.
Interest on debentures
3,000.00
Accrued debenture interest
To record accrual of interest for August on $900,000 of debentures at
4 per cent.

c.

146.25

3,000.00

Entries at December 31, 1956
(Same as August 31, 1956 and the following closing entries)

Profit and Loss
Amortization of discount on debentures
Interest on debentures
To close expense accounts.
11

40,202.08
1,868.75
38,333.33

A nswers
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Supporting Computations
Unamortized discount and expense:

Amount to be amortized over 120 months
Amount of monthly amortization
Amortization for 13 months to July 31, 1956
Balance unamortized 7/31/56
10% applicable to debentures converted
Balance August 1, 1956
Monthly amortization over 107 months
Amortization to expense in 1956 would be as follows:
7 months @ $162.50
5 months @ 146.25
Total

$19,500.00
162.50
2,112.50
17,387.50
1,738.75
$15,648.75
146.25
$1,137.50
737.25
$1,868.75

Interest on Debentures:

$40,000.00
3,333.33
36,000.00
3,000.00

4% on $1,000,000
Amount per month
4% on $900,000
Amount per month
Interest for 1956 would be as follows:
$3,333.33
7 months @ $3,333.00
5 months @ 3,000.00
Total

$23,333.33
15,000.00
$38,333.33

Solution 2
a.
Selling price
Cost
Gross profit

$180,000
120,000
$ 60,000

This $60,000 gross profit is not realized or earned until the units have been
sold to a buyer outside the corporate family. Such a sale is effected through the
rent collected from Company O by Company S. The amount of realized or earned
gross income can be determined by either of the following methods:
(1) The total gross profit of $60,000 will be realized when 120,000 hours of
rent have been collected, so it is earned at the rate of $.50 per hour used. At
December 31, 1956, the units had been used a total of 18,000 hours, so the
realized gross profit is $9,000.
(2) Th e net book value of the units on Company S’s books is $153,000, or
85 per cent of original cost. Since both rental and depreciation are based on
hours used and a 120,000-hour operating life, gross income is realized by Com
pany P in the same ratio that the assets are depreciated by Company S. Thus,
15 per cent of $60,000 equals $9,000.

A ccounting P ractice—Part II—M ay, 1957
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Net income of Company S for the six months ended December 31, 1956.

Income:
Rent— 18,000 hours at $1.80 .................................................................. $32,400.00
Cost and expense:
Depreciation—Rate is $180,000 divided by 120,000 or $1.50
per hour. 18,000 @ $1.50 ..................................................$27,000.00
Interest—Interest rate is
of 1% per month. Monthly princi
pal payment is $180,000 divided by 48, or $3,750.
September:
$180,000 X .005 $900.00
October:
176,250 X .005 881.25
November:
172,500 X .005 862.50
December:
168,750 X .005 843.75
Total ............................................................................
3,487.50
Total cost and expense .......................................................... 30,487.50
Net income .................................................................................................... $ 1,912.50

c.

The carrying value of Company S on Company P’s books at December 31,
1956 is computed as follows:
Cost of capital stock acquired at par value on July 1, 1956 ...................... $25,000.00
Net profit for six months ended December 31, 1956 ..................................
1,912.50
Carrying value at December 31, 1955 .............................................. $26,912.50
Comment:
If P Company were preparing consolidated statements the portion ($51,000)of the
profit on sale of the equipment to S which has not been realized by sale of the asset to
an outside interest would be eliminated. This could be done in several ways, depending
on the procedure followed by the companies. Usually P would considere the entire profit
as realized on its books and in its individual statements.
In this case S is a 100 per cent owned subsidiary but it is not being consolidated for
some reason. Instead of consolidating, P is adjusting its investment account for the
changes in the equity of S. Evidently the purpose is to show the same amount of
retained earnings on the books of P as would be shown on a consolidated statement.
That has been accomplished when P adjusts for the $1,912.50 as computed in (b)
and also adjusts for the $51,000 as computed from (a).

14

A nswers

Solution 3
a.

DISTRIBUTION TO CREDITORS
X, Y AND Z PARTNERSHIP

Book values

Other
Assets
$60,500

Cash
$ 500

Distribution of loss on
realization of assets

(60,500)

33,500

Balances

34,000

Liabilities
$37,000

Capital Accounts
X
Y
z
$10,000 $6,000 $8,000

37,000

Additional loss due
to insolvency of Y
Additional payment
by X
Cash distribution

4,000
$38,000

12,000

9,000

6,000

(2,000)

(3,000)

2,000

(2,000)

3,000

(1,000)

4,000
$37,000

$1,000

DISTRIBUTION TO PERSONAL CREDITORS

Liabilities
Cash
Cash distribution from
partnership
Loss to personal creditors
b.

Y
$11,900
9,450

Z
$5,000
$4,000
1,000

$ 2,450

5,000
$
0

X
$20,000
27,000
$

0

$ 6,000
Y's capital in partnership
Amount Y must receive from partnership interest to satisfy personal
2,450
creditors
$ 3,550
Maximum amount that could be charged to Y
$60,500
Book value of assets other than cash
Loss on realization which would reduce Y’s capital to $2,450
10,650
($3,550 = 3/9ths)
Amount on realization permitting a cash distribution to Y which would
$49,850
satisfy his personal creditors in full

15
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Solution 4
a.

MR. FLOWERS— Adjustments of December 31, 1955 Accounts
Balance
per
Inventory
$ 5,000
22,100
6,000
6,000
22,000
105,000

Cash
Accounts receivable
Notes receivable
Inventory—raw materials
Inventory—finished goods
Machinery and equipment
Allowance for depreciation on
(77,000)
machinery and equipment
36,700
Investments
$125,800
Accounts payable
Taxes accrued

$ 21,000

Flowers, Capital

104,800

$125,800

Adjustments
Credits
Debits
( 1)$ 1,000
( 1)$ 900

(5)
(2)
(3)
(4)
(6)

(2)

8,800

(3)
(4)

9,675
3,700

(6)

3,100
100
1,800

1,800
8,800
9,675
3,700
3,100

(1)
(5)

Balance
as
Adjusted
$ 5,100
22,100
6,000
6,000
13,200
105,000
(86,675)
33,000
$103,725
$ 19,200
3,100

81,425
$103,725

16
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A nswers

.

FLOWERS— Adjustments of December 31, 1956 Accounts

Cash
Accounts receivable
Notes receivable
Inventory—raw material
Inventory—finished goods
Machinery and equipment
Allowance for depreciation
Machinery and equipment
Investments
Accounts payable
Notes payable
Flowers, Capital

Balance
per
Inventory
$ 3,100
17,600
8,500
10,000
24,000
112,000
(83,500)
24,900
$116,600
$14,500

Adjustments
Debits
Credits
( 1)$ 450
(2)$ 3,700
(1) 4,000
(4) 2,000
(4)

1,210

(6)
(7)

1,425
2,600

(8)
(9)

1,800
900

(1)
(3)
(4)
(5)

4,450
9,480
790
5,000

(3)
(5)

9,480
5,000

Flowers, Drawings

(10) 10,000
(11) 6,000
(11) 14,900
(11) 3,000
$116,600

15,300
8,500
10,000
15,730
107,000
(82,075)
27,500
$104,605
$ 11,800
10,000

10,000
92,100

Balance
as
Adjusted
$ 2,650

(2) 3,700
(6) 1,425
(7) 2,600
(8) 1,800
900
(9)
(10) 10,000
(11) 23,900

116,705

(33,900)
$104,605
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c.

MR. FLOWERS
Determination of Gross Taxable Income
Calendar Year 1956

Net worth December 31, 1956
Net worth December 31, 1955
Increase during year
Personal and family expenditures and nondeductible
expenditures made from business;
Purchase of home for daughter
Payments on 1956 income taxes
Payments of household expenses
Purchase of personal automobile
Total
Adjustment of income to tax basis:
Trade-in of machine:
List
$12,000
Tax basis ($9,000 plus undepreciated cost of $900)
9,900
Difference in depreciation (V2 year)
Gross income for year
Included in gross income at the gross amounts
are capital gains as follows:
Sale of machine (included under Section 1231)
Loss on Columbia Co. stock
Gain on New York Co. stock

$82,805
81,425
1,380
$ 10,000

6,000

14,900
3,000

33,900
$35,280

$ 2,100

70

2,030
$33,250

$ 2,000

(1,500)
3,000
$ 3,500

Explanations of Adjustments
(Not Required)
As of December 31, 1955
(1) Adjust Cash for outstanding checks and deposits in transit.
(2) Adjust Inventory of finished goods to average cost.
(3) Adjust Reserve for depreciation to computed amount (see schedule).
(4) Adjust Investments to cost (see schedule).
(5) Eliminate account which has been paid.
(6) Set up 1955 taxes as a liability (might be treated as a personal liability and
adjusted as a non-business or personal 1956 expenditure).
As of December 31, 1956
(1) Adjust bank balance for outstanding checks and accounts receivable for the
collection made by the bank which was not credited to the account.
(2) Set up the value of th e account from M.B.A. Co.
(3) Adjust Finished goods inventory to average cost.
(4) Remove consignment from Accounts receivable and set up the inventory at
average cost.
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(5)
(6)
(7)
(8)
(9)
(10)
(11)

Adjust Fixed assets to cost (see schedule).
Adjust Reserve for depreciation to computed amount (see schedule).
Adjust Investments to cost (see schedule).
Remove paid account from Accounts payable.
Remove Peter Steel Co. payable which should not be recorded until January 1957.
Charge loan for personal use to Drawings (optional entry).
Charge Drawings with personal expenditures made from the business (optional
entry).

COMPUTATIONS
Schedule for Fixed Assets

Machinery and equipment:
1935 additions
1939 additions
1940 additions
1956 additions
Total
Balance per inventory
Adjustment

Deduc
Balance
12/31/55 Additions tions

Balance
12/31/56

$ 4,000

$ 16,000

$ 20,000
16,000
69,000

6,000

10,000
69,000

$12,000
$105,000 $12,000 $10,000
105,000
—

12,000
$107,000

112,000
$ (5,000)

Schedule for Depreciation Reserve
December 31, 1953
Asset
Machinery and equipment:
Acquired 1935
Acquired 1939
Acquired 1940
Total
Balance per inventory
Adjustment

Life

Cost

20 yrs.
20 yrs.

$20,000
16,000
69,000

20 yrs.

Years to Reserve
12/31/55 12/31/55

20½
16½
15½

$20,000
13,200
53,475
$86,675
77,000
$(9,675)
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Schedule of Depreciation Reserve
December 31, 1956
Asset
Machinery and equipment:
Acquired 1935
Acquired 1939
Acquired 1940
Acquired 1956
Total

Balance Addi
12/31/55 tions
$20,000
13,200
53,475
$86,675

Balance per inventory
Adjustment

Deduc Balance
tions 12/31/56

$4,000 $16,000
8,750
$ 650 5,100
56,925
3,450
—
400
400
—
$4,500 $9,100 $82,075
83,500
$ 1,425

Schedule o f Investments
(At Cost)
Description
ABC Company
Columbia Mfg. Co.
New York Exporting Co.
Jones & Jones Company
Total
Balances per inventory
Adjustments
Proceeds of sale
Net gain

Balance
12/31/55 Purchases
$ 5,000
11,000

17,000
—
$22,500
$33,000 $22,500
36,700
$(3,700)

Sales

Balance
12/31/56
$ 5,000

$ 11,000

17,000
—
22,500
$28,000 $27,500
24,900
$ 2,600
29,500
$ 1,500

Auditing
May 16, 1957; 9 a.m. to 12:30 p.m.

Solution 1
a. The following schedule of checks shows the data as given:
Checks to be accounted for:
Outstanding December 31, 1956
Issued in January 1957
Total
Accounted for as follows:
Returned with statement
$29,219
Not returned, but issued per books ($4,800 + $3,600)
8,400
Excess of checks returned and outstanding
over those recorded

$21,378
11,241
$32,619
37,619
$ 5,000

b. Possible explanations and actions:
(1) Check (or checks) not recorded or recorded for the wrong am ount(s).
See that proper entry is made for the specific check(s).
Dr. (appropriate account)
$5,000
Cr. Cash in bank
$5,000
(2) The figure for outstanding checks at December 31 is underfooted, or a
check is not included, or the cash disbursement record for the first part of
January is underfooted. Prove footings, investigate any resulting discrepancy in
the bank reconciliation, and make any necessary adjusting entries.
(3) Forged or raised check cashed. Call to attention of proper officer.
Dr. Loss (or Miscellaneous accounts receivable)
$5,000
Cr. Cash in bank
$5,000
(4) Bank charged client with someone else’s check. Have client return it to
the bank.
(5) The bank charged this account with a check that should have been charged
to another account of the client. If this were the case, have client notify bank
and make adjustment, or make a transfer on the books.
(6) A certified check (which would have been charged by the bank in a
prior month) might be included in the $29,219 of returned checks.
(7) Stop-payment order not observed by bank or an old check which was
written off was paid.

Solution 2
Some of the principal uses of audit working papers are:
1. To serve as the basis for preparation of the auditor’s report and the state
ments included therein.
2. To serve as the basis of the partners’ review of the audit and as a basis
for forming an opinion on the financial statements.
20
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3. To analyze and organize accounting information so that it can be audited
more easily. For example, the marketable securities account and the interest
income account both may be detailed on one audit working schedule to
see that they tie together properly.
4. To provide a basis for delegating work and the use of several assistants on
an audit. Control and review of delegated work is facilitated.
5. To serve as a starting point for the audit of the following year.
6. To familiarize auditors with jobs to which they have not previously been
assigned and to help plan the next audit.
7. To provide evidence of work performed, and thus a principal defense in
lawsuits.
8. To provide information for special purposes, such as support for audit
fees charged.
9. To provide useful information in tax reviews.
10. To provide information for letters to the client on suggestions for improving
internal control.
11. To support criticisms of accounting procedures.
12. To support proposed adjusting entries.

Solution 3
a. 1.
2.
3.
4.
5.
b. 1.

Exclude
Exclude
Include
Include
Exclude
This merchandise would be excluded because title does not pass to buyer
on an F.O.B. destination shipment until delivery to the buyer. Since it
was not received until January 1957, there is no basis for including it
in inventory.
2 . Goods held “on consignment” do not belong to the consignee, and should
not be in his inventory.
3. Normally title to a stock item does not pass to the customer until ship
ment even though set aside. Therefore it should be in inventory.
Title to goods shipped F.O.B. shipping point normally passes to buyer
on delivery to the transportation agency, and in this instance the goods
belong to your client at December 31, 1956.
5. Title to custom-made merchandise passes to the buyer as materials and
labor are appropriated to the job. When the job is completed and ready
for shipment as in this case, it may be considered as a completed sale.

Solution 4
While the audit of petty cash in such a circumstance is not a required proce
dure, the extent of an audit is influenced by a number of factors, not just one.
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Some of the factors which should be called to the attention of the junior in reply
to his question about petty cash are as follows:
First is materiality. Items which of themselves are immaterial may need to be
audited. In any audit, the aggregate of all immaterial items is probably material.
Furthermore, materiality may not be indicated by the records, but may exist in
fact. An auditor must consider what the books should contain as well as find
support for the entries which are already recorded.
Second is risk. The danger of fraud or error is greater for some items than
for others. The greater the risk the greater the extent of auditing, other things being
equal. The danger of employee fraud is greater in connection with petty cash
than with, say, fixed assets or capital stock. Errors in petty cash are also likely
because of the high rate of turnover.
Third is deterrent value. Attention to petty cash by an auditor may deter fraud.
If it is known that the auditor does not audit petty cash a green light has been
given to the petty cash custodian.
Fourth is interrelated procedures. If the petty cash custodian is also the book
keeper, the audit of petty cash can not be separated from other parts of the
audit. For example, the audit of petty cash might contribute to the discovery of
lapping of accounts receivable.

Solution 5
1. Auditing tests have usually been made by selecting “bunches” of entries or
documents. A random sample selected by use of appropriate sampling pro
cedures would give all items a chance to be included. The tests would thereby
be more reliable.
2. Auditors have no adequate knowledge of the risk of being misled by their
tests. Use of a statistically determined test would provide this knowledge
and permit a selection of risks.
3. The auditor samples the records without a clear-cut definition of what he
will consider good or bad. Use of statistical sampling principles requires that
satisfactory and unsatisfactory conditions be defined objectively.
4. The use of statistical sampling methods permits an auditor to justify the
extent of his tests (when such justification is necessary) on the basis of
scientific methods rather than judgment.
5. Auditing samples are often very large compared with the sample size indi
cated by statistics. A reduction of the cost of auditing might result from the
use of statistical sampling procedures.
6. The auditor’s attention may be dulled by a tedious process of examining
many documents of the same kind. A smaller (statistical) sample encourages
a more careful and accurate performance of the examination.
7. With a definite measure of quality in accounting work and objectively de
termined sample size the auditor has a better basis for explaining to the
client the amount of work required.
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Solution 6
a. The following matters should be emphasized to your client:
Since the vendor does not maintain a plant ledger it will be necessary to have
an inventory taken of all items of machinery and equipment, and tag them for
future identity. The tags will be helpful in getting an equipment ledger started.
Unless the client has an expert on his staff, he should call in someone familiar
with plant properties, since details as to age, maker, serial and motor numbers
and descriptions are necessary. The value of each item must be determined to
permit assignment of the lump-sum purchase price to individual items of property.
This will be needed for future accounting.
For inventories, complete arrangements should be made for a physical count
at November 30 by employees who are familiar with these types of inventories.
Complete instructions as to the procedure to be followed should be prepared
and checked with the vendor. Provision should be made for determining any
items which are obsolete or slow-moving. The client will wish to inquire and
make tests to determine that title is in the vendor. Usual procedures as to sum
marization of the physical can be followed.
Pricing of the inventory presents certain difficulty. Standard costs should be
reviewed to determine (a) when the standards were set (b) how they were de
termined, and (c) when they are adjusted.
In checking standard costs used by the vendor, comparison can be made with
current costs as a means of determining market, but market should also be checked
against sales prices for major items. To determine “actual” costs, the company’s
treatment of variances needs to be understood. If variances are clearly separated,
a percentage adjustment of standard cost by elements may be made to determine
“actual.” If the variances are not isolated, this should be done from the records
available.
b.
Since you are to make an audit as of December 31, you will observe and
participate in the November 30 work on inventories. You will consult with your
client on the methods to be followed in taking the physical. You will check the
effectiveness of the cutoff and make tests of the clerical accuracy of the inven
tory. Also at this time you may make tests of the pricing and of the computations
of market.
A t December 31 you would make tests of the assignment made of the lump-sum
price paid for machinery and equipment to individual items of equipment. You
would investigate the depreciation and other accounting policies that are to be
used for these assets. You would also check the terms of the contract and in
vestigate compliance. For inventories, you ordinarily would accept the work done
at November 30 on the physical. Therefore, you need only determine that the
inventory was properly recorded originally; that December transactions appear
to be reasonable; that there is a satisfactory December 31 cutoff; and that the
market has not decreased significantly.
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Solution 7
a. The engineer’s report probably would contain at least the following informa
tion which would be of interest:
1. Location of property.
2. Size of property.
3. Extent of mineral deposits— estimated and proven.
4. Ownership or mining permit. Duration of title.
5. Legal restrictions on mining, if any.
6. Geographical features. Location and availability of water, power and
transportation. Climate.
7. Available labor supply.
8. Marketability of product and market price, including information regard
ing the prospective customers to be served and competition from other
mining companies.
9. Estimated production cost.
b. The prospective borrower would be expected to furnish information as to:
1. How the loan would be repaid, including estimates of: (a) Gross revenue;
(b) Costs and expenses; (c) Taxes; (d) Net profits; and (e) Net cash flow.
2. Cash if any. Bank and other references.
3. Fixed assets: (a) Location; (b) Need for additional equipment; (c) Con
dition; (d) Description; (e) Whether installed or still under construction;
and (f) Basis of valuation.
4. Nature of organization. Other stockholders or partners.
5. Ability and experience of borrower.
6. Liabilities: (a) Detail as to nature; (b) Contingent liabilities; (c) Tax
status; and (d) Plans for repaying any existing loans. A record of past
borrowings, if any, would be helpful.
7. Capital: (a) Paid up or additional subscriptions due; (b) Basis of issue—
for fixed assets and if so, basis of valuation; and (c) Principal provisions
of charter as to capitalization.
8. Adequacy of funds to be obtained for developing the property and plans
for their utilization.
9. Time when funds will be needed.
10. Any additional contribution made or to be made by borrower.

Solution 8
In each case, it should be determined that the amount involved is recorded as
a receipt in the cash book and this amount should be compared with that re
corded in the related account.
Procedures would be as follows for each case:
1. Ascertain from the securities the amounts and dates of interest due, and
from financial publications or other sources the amounts and dates of divi
dends paid. By reference to the principal, interest rate, and term of note,
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2.

3.

4.

5.

6.

7.

8.
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compute the interest which should have been collected on notes receivable.
Study the control over disposal of equipment. As indicated by the examina
tion of the purchases of equipment, ascertain the disposition of property
replaced. Review and discuss the retirements and proceeds thereof recorded
in the accounts with the person responsible for custody of equipment to
determine that all retirements have been recorded. If control over equipment
is not satisfactory, visit the plant and make inquiries of plant personnel, if
appropriate, of changes in equipment. Where property is discarded or
abandoned inquire as to the proceeds from sale of salvage.
Communicate with all banks or brokers with whom the company has done
business during the year, to ascertain if any loans as of the date of the
examination have been negotiated and the proceeds not accounted for. By
reference to interest paid account compare the interest with the related note
and ascertain that proceeds of the note were recorded as a receipt. In this
connection, evidence should be noted of hypothecation of receivables, securi
ties, insurance policies, etc. Watch for evidence of loans while reading the
minutes of board and stockholder meetings.
Examine expense statements and compare the amount stated to have been
refunded with the entry in the cash book. As to entries in the accounts in
dicated to be refunds of advances, compare them with the entry in the cash
receipts book and the expense statement.
Where there are changes in insurance, account for the disposition of super
seded policies, and any corresponding refund or credit of unearned premium,
by reference to the agent’s bill or by correspondence with the agent. In the
case of insurance with mutual companies, or liability insurance premium
adjustments, check the amounts with such statements.
Refer to the leases for names, property, and amounts, or to records of
physical property. Establish rental earnings therefrom, taking into consid
eration vacancies indicated by the leases and investigating any other vacancies.
Confirm any uncollected rentals at date of examination. If the property is
handled by agents, check the agents’ reports with property, leases, and
recordings.
Refer to royalty and licensing agreements and royalty reports for names,
rates, amounts, etc. Compare the amounts on royalty reports to the agree
ments and to receipts and confirm uncollected amounts due with licensees.
Determine the various sources of scrap and study the control thereof. Scruti
nize the sales by weeks or months. If any independent record of scrap sales
is kept by the person responsible therefor, compare the sales with invoices.
Trace amounts of sales invoices to recordings in the account. Review the
volume of sales with the plant superintendent, or one who has general
knowledge of scrap but who is not directly responsible for its sale, to ascer
tain if the periodic volume of sales appears reasonable. When the amounts
are relatively large or the situation warrants it, confirm the sales by sending
statements to the purchasers.
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9. Determine from the minutes or other collateral record, or from the registra
tion statement if a public offering has been made, the number of shares of
stock sold for cash and the amount which should have been received for the
stock, and compare to the capital stock certificate stubs or confirm with the
registrar. Similarly, determine from the minutes and other documents the
proceeds to be received from bond issues and obtain confirmation of the
indebtedness from the trustee.
10. Prove the transactions to brokers’ or other sales statements. Consider con
firming the transactions if no supporting documents are available.

Solution 9
1.

a. The inventory as at December 31, 1956 would include 100 units as
finished goods valued at $50,000 and component parts valued at $25,000.
The total of $75,000 would, therefore, represent approximately 25 per
cent of the total inventory and 8 per cent of total assets. Since there is
uncertainty as to the salability and value of these units, this is sufficiently
material to require disclosure. Also, because of the doubt as to the value
of this inventory, a qualification of the auditor’s opinion would be re
quired. (Also disclosure of the pricing basis would be required even if
there were no other reason for disclosure.)
b. Wording might be as follows for the note to the statements:
Certain finished goods and component parts manufactured during
prior periods are included in inventory at $75,000. These items are
not currently sold, manufactured, or used in quantities corresponding
to the inventory on hand. They are priced at estimated costs which
are lower than the most recent sales prices. The remaining $225,000
of inventory is stated at the lower of cost or market determined by
the first-in-first-out method.
The second paragraph of the auditor’s opinion could read as follows if
an opinion is to be expressed:
In our opinion, subject to the ultimate realizable value of a portion of
the company’s inventory (as referred to in notes to the financial state
m ents), the accompanying balance sheet and statement of earnings
present fairly the financial position of The Jones Manufacturing Com
pany at December 31, 1956 and the results of its operations for the
year then ended, in conformity with generally accepted accounting
principles.
It should be noted that the phrase “applied on a basis consistent with
that of the preceding year” was omitted since this was a first-year audit
and did not apply. The phrase “applied on a consistent basis” could be
used to indicate that no significant change has been made in the prin
ciples employed either at the beginning or during the year.
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If there is no support for management’s belief that the cost of the obsolete
inventory will be recovered, it should be written down to realizable value.
Failure to do so, if material, would be considered a violation of accepted
accounting principles. In that case the final paragraph of the report should
set forth the exception more explicitly.
2. a. The fact that 500 shares of unissued stock must be reserved for two years
to be issued upon exercise of the option is of sufficient importance to
require disclosure in the financial statements. Chapter 13 of Accounting
Research Bulletin Number 43 provides for disclosure of the status of
stock option at the end of the report period, including the number of
shares under option and the option price.
b. Disclosure can be made by a note such as the following:
During 1956 options were granted to certain officers and employees to
purchase 500 shares of common stock at any time prior to December
31, 1958 at $100 per share. No shares have been issued under these
options.
3. a. Chapter 14 of Research Bulletin Number 43 provides for disclosure of
long-term leases that are material in the circumstances. The criterion for
classifying long-term leases has been three years in some cases. The de
scribed lease is sufficiently material to require disclosure.
b. Disclosure can be made by a note such as the following:
On July 1, 1956 the Company leased a warehouse for five years at
an annual rental of $12,000 plus insurance, taxes, and maintenance.
The lease provides for renewal for a further five-year period at an
annual rental of $15,000 plus insurance, taxes, and maintenance.

Commercial Law
May 17, 1957; 9 a.m. to 12:30 p.m.
Solution 1
a. An invitation to trade is a mere proposal to negotiate which does not con
tain the elements essential to a valid offer to contract. For there to be a valid
offer to contract there must be either a definite offer of a promise, or a defi
nite offer of an act with intent to create a legal obligation.
b. An offer may be revoked or terminated (1) by lapse of a specified time,
(2) by lapse of a resonable time for accepting, (3) by rejection or counter
offer, (4) by the death or incapacity of either party before acceptance, (5) by
revocation before acceptance, (6) by destruction of subject matter, and (7) by
performance offered becoming illegal.
c. A promise is a statement of an intent or of a willingness to be bound to do,
or to forbear from doing, something at the request, or for the use of another,
which statement has become binding because of its acceptance by the promisee.
d. Generally it cannot. Pure and simple silence cannot be considered as a con
sent to a contract, except in cases where the silent person is bound in good
faith to explain himself; in which case silence gives consent. Such cases may
arise from agreement of the parties, previous dealings or trade customs. No
assent will be inferred from a man’s silence unless he knows his rights and
knows what he is doing, nor unless his silence is voluntary.
e. Parol evidence is admissible to defeat a written instrument on the ground of
fraud, mistake, duress, etc.; or to apply it to its proper subject matter, or, in
some instances, as ancillary to such application, to explain the meaning of
doubtful terms, or to rebut presumptions arising extrinsically.
f. Anyone inducing a party to a contract to violate its terms is liable to the party
thereby aggrieved for tortious interference with a contract. As a general rule
the interference must be intentional and with the motive of injuring another.

Solution 2
a. Such an agreement operates as a contract to sell the goods and not as an
actual sale. Paragraph 1, Section 1 of the Uniform Sales Act, defines a con
tract to sell goods as a contract whereby the seller agrees to transfer the
property in goods to the buyer for a consideration. Paragraph 2, Section 1
defines a sale of goods as an agreement whereby the seller transfers the
property in goods to the buyer for a consideration called the price. Paragraph
1, Section 5 provides that goods to be manufactured by the seller after the
making of a contract as to their sale are the subject of a contract to sell and
are designated as “future goods.” Paragraph 3, Section 5 states that where
the parties purport to effect a present sale of future goods, the agreement
operates as a contract to sell the goods. Section 76 defines “future goods”
28
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as goods to be manufactured or acquired by the seller after making the con
tract of sale.
b. The title would pass on delivery to Menter. Section 17 of the Uniform Sales
A c t states that where there is a contract to sell unascertained goods, no
property is transferred to the buyer unless and until the goods are ascer
tained. Rule 5 of Section 19 provides that if a contract to sell requires the
seller to deliver the goods to the buyer, or . . ., the property does not pass
until the goods have been delivered, . . .

Solution 3
a. A partner by estoppel is a person who, intentionally or through culpable
negligence, holds himself out or permits himself to be held out as a partner,
and thereby incurs liability as to anyone thereby misled, and where such hold
ing out is public he incurs such liability whether or not anyone has been
misled.
b. A t the principal place of business of the partnership. (Section 19, Uniform
Partnership Act.)
c. Voluntary dissolution occurs when the dissolution is not in violation of the
agreement between the partners, such as by: (1) termination of the definite
term or particular undertaking specified in the agreement, (2) express will
of any partner when no definite term or particular undertaking is specified,
(3) express will of all partners who have not assigned their interests or
suffered them to be charged for their separate debts, either before or after
termination of any specified term or particular undertaking, (4) expulsion of
any partner from the business bona fide in accordance with such a power
conferred by the partnership agreement. (Subsection 1, Section 31, Uniform
Partnership Act.)
Involuntary dissolution occurs when dissolution is the result of (1) any
contravention of the partnership agreement where the circumstances do not
permit a dissolution by the express will of a partner, (2) any event making
it unlawful for the business to be carried on or for the partners to operate it,
(3) death of a partner, (4) bankruptcy of a partner or of the partnership,
(5) by decree of court under Section 32 of the Uniform Partnership Act.
(Subsections 2 to 6, inclusive, Section 31, Uniform Partnership Act.)
d. Each partner shall be repaid his contributions, whether by way of capital or
advances to the partnership property, and share equally in the profits and
surplus remaining after all liabilities, including those to partners, are satisfied;
and must contribute towards the losses, whether of capital or otherwise, sus
tained by the partnership, according to his share in the profits. (Subsection a.,
Section 18, Uniform Partnership Act.)
e. It is a “rule of convenience” adopted in equity in the administering of in
solvent estates whereby partnership creditors and creditors of the individuals
in the partnership have priority upon and are confined to the partnership
funds and individual funds, respectively, except that any surplus of individual
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funds is divided among firm creditors pro rata and any partnership funds
surplus is divided among the creditors of the individuals who were partners
in proportion to the shares of the individuals in the partnership.

Solution 4
a. The practitioner must possess at least the average degree of learning and
skill in his profession and he must exercise that learning and skill with rea
sonable care.
These principles which are applicable to all professional men, were stated
by Cooley as follows: ( Cooley on Torts, 4th Edition, 1932, Section 473).
By our law, a person who offers his services to the community gen
erally, or to any individual, for employment in any professional capacity
as a person of skill contracts with his employer: (1) that he possesses
that reasonable degree of learning, skill and experience which is ordi
narily possessed by the profession of the same art or science, and which
is ordinarily regarded by the community, and by those conversant with
that employment, as necessary and sufficient to qualify him to engage in
such business; (2) that he will use reasonable and ordinary care and
diligence in the exertion of his skill and the application of his knowledge,
to accomplish the purpose for which he is employed. He does not under
take for extraordinary care or extraordinary diligence any more than he
does for uncommon skill; (3) in stipulating to exert his skill and apply
his diligence and care, the medical and other professional men contract
to use their best judgment.
b. The special duty imposed on professional men arises out of recognition that
the layman cannot be expected to know whether the services rendered have
been performed properly. The following statement as applied to accountants
illustrates this principle: ( City of East Grand Forks v. Steele, 121 Minn. 296).
Defendants represented themselves as expert accountants, which im
plied that they were skilled in that class of work. In accepting employ
ment as expert accountants, they undertook, and the plaintiff had the
right to expect, that in the performance of their duties they would exercise
the average ability and skill of those engaged in that branch of skilled
labor. . . . The work of an expert accountant is of such technical char
acter and requires such peculiar skill that the ordinary person cannot be
expected to know whether he performs his activities properly or other
wise, but must rely upon his report as to the thoroughness and accuracy
of his work.
c. Not only must an accountant exercise care and skill in carrying out an investi
gation, but he must also show competence in communicating the information
he has obtained so that it may be understood. The following comment on
Section 522 from the Restatement of the Law of Torts (1938) covers this
principle:
The care and competence which the supplier of information for the
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guidance of others is required to exercise in order that the information
may be correct, must be exercised in the following particulars: (a) if the
matter is one which requires investigation, the supplier of the information
must exercise reasonable care and competence to ascertain the facts on
which his statement is based; (b) he must exercise the competence rea
sonably expected of one in his business or professional position in draw
ing inferences from facts not stated in the information; and (c) he must
exercise reasonable care and competence in communicating the infor
mation so that it may be understood by the recipient, since the proper
performance of the other two duties would be of no value if the infor
mation accurately obtained was so communicated as to be misleading.

Solution 5
a. Yes. Every person has an unlimited insurable interest in his own life, and may
lawfully insure it for the benefit of his estate, or in behalf of any other person.
b. (1) Yes, but only to the extent of premiums, or premiums with interest, paid
in fraud of creditors. In the absence of statutes providing otherwise, the
insured generally has no interest in policies payable absolutely to third
persons as beneficiaries which his creditors can reach except where
premiums are paid or a transfer of the policy is effected while the in
sured is insolvent and except where premiums are paid with embezzled
funds. Recovery of creditors out of proceeds of insurance where premi
ums were paid while insured was insolvent is limited to such premiums,
or such premiums with interest.
(2) No. Statutes have now been enacted in every state to protect life in
surance policies from claims of creditors. In early forms these statutes
protected only wife and immediate family of insured, but modem statutes
generally protect any named beneficiary and in some instances protect
insurance payable to insured’s estate. The special insurance exemption
statutes in force in various states are designed to protect the proceeds
of matured policies from the claims of creditors of the insured or bene
ficiary.

Solution 6
a. (1) Unreasonable restraint of trade is contrary to public policy and agree
ments imposing such restraint are void. However, reasonable restraint
of trade is permitted where necessary to protect the purchase of a busi
ness. The basic test of reasonableness is whether the nature and extent
of the noncompetition agreement is necessary to protect the purchase.
The courts have tended to hold that where restraint is unlimited as to
time, or even as to area alone, the restraint is unreasonable, but in
justifiable cases where the restraint imposed is no wider than necessary
for the protection of the purchaser and is not injurious to the public, an
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agreement not to compete may be valid though unlimited both as to
time and space. But the restriction should be no greater in time or terri
tory than is required to protect the buyer.
(2) Applying the above principles to the noncompetition agreement binding
Chester and Blackburn would result in holding it invalid. Bradner and
Rafferty have a local practice in New York City and have acquired an
other in Albany. It is not necessary in order to protect their purchase
that Chester and Blackburn should be barred from practice everywhere
east of the Mississippi River. The excessive restriction as to space makes
this restraint of trade unreasonable.
b. The same general principles are applicable as in the answer to part (a).
Applying them to the noncompetition agreement binding the major partners
of Baxter and Mannix would result in holding it valid. The practice acquired
by Reisner and Brandon is nation-wide, as is the practice they already pos
sessed, and hence competition by any of the five partners of Baxter and
Mannix at any or all points formerly covered by them would be injurious to
Reisner and Brandon and the latter would find it necessary to be protected
throughout the entire national territory. The time limitation is also reason
able, particularly as it is clear that competition by Baxter and Mannix partners
with Reisner and Brandon during the ten-year period could materially affect
the financial ability of Reisner and Brandon to pay for the acquired practice
in the same ten-year period.

Solution 7
a. Changing the rate of interest and adding a provision requiring payment at a
specified place are material alterations. Substituting “payable October 30,
1955” for “payable ninety days after date,” is an immaterial alteration. Sec
tion 125, Uniform Negotiable Instruments Act, provides that any alteration
which changes the sum payable, either for principal or interest (Paragraph 2),
or adds a place of payment where no place of payment is specified, is a
material alteration. In addition to these changes which are considered mate
rial alterations, the Section lists other material alterations, including change
in the time of payment, and also provides that any other changes and addi
tions altering the effect of the instrument in any respect are material altera
tions. The substitution of “payable October 30, 1955” involves no change in
time of payment for October 30, 1955 is the same as ninety days after August
1, 1955 and the substitution does not alter the effect of the instrument in
any respect.
b. It makes the instrument void as to Spencer and Pape, but not as to Stoddard.
Under Section 124 of the Uniform Negotiable Instruments Act, where a negoti
able instrument is materially altered without the assent of all parties liable
thereon, it is avoided except as against the party who made the material alter
ation, and subsequent indorsers.
c. He may enforce payment thereof according to the original terms. Section 124,
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Uniform Negotiable Instruments Act, provides that when an instrument has
been materially altered and is in the hands of a holder in due course not a
party to the alteration, he may enforce payment according to its original tenor.

Solution 8
a. The effect of Brown’s payment would depend upon whether or not such pay
ment was a preference and, if it was a preference, whether or not Drum at
the time of the payment had reason to believe that Brown was insolvent. If
the payment was not a preference because Drum thereby did not receive a
greater percentage of payment on his debt than another creditor of the same
class, then Brown’s debt to Drum was discharged by the payment. If the
payment caused Drum to receive a greater percentage, then the payment was a
preference because it was made on account of an antecedent debt while Brown
was insolvent and within four months prior to the filing of the petition. The
preference would be voidable by the trustee only if Drum at the time of the
payment had reason to believe that Brown was insolvent. The problem does
not state whether or not Drum had reasonable cause so to believe. (Bank
ruptcy Act, Section 6 0 a (1),b.)
b. Allen’s debt to Brown would be discharged by such payment. After a petition
in bankruptcy has been filed and before adjudication, a person indebted to
the bankrupt may, if acting in good faith, pay such indebtedness to the
bankrupt with the same effect as if the bankruptcy were not pending. Here,
Allen acted in good faith, ignorant that the petition had been filed. (Bank
ruptcy Act, Section 7 0 d (2 ).)
c. Allen cannot set off the $5,000 claim against Brown’s claim for $10,000. A
claim cannot be set off against the bankrupt’s estate if it was acquired after
the filing of the petition with a view to such use and with knowledge that the
bankrupt was insolvent or had committed an act of bankruptcy. (Bankruptcy
Act, Section 68b.)

Solution 9
a. B is correct. Where a buyer wrongfully neglects or refuses to pay for goods
according to the agreed terms, the seller may only sue for the price where:
(1) the title to the goods has passed to the buyer; (2) the contract calls for
payment on a specified date irrespective of delivery or transfer of title or
(3) the goods cannot readily be resold for a reasonable price. In this last
situation the seller may offer to deliver and if they are refused he may notify
the buyer that he is holding them as bailee for the buyer and sue for the price.
Since typewriters can be sold at a reasonable price and no notice was
given as prescribed; since title has not passed; and since there was no provision
for payment irrespective of delivery, B is liable only for damages.
b. B can recover damages from S. Wh ere the goods are bought by description
from a seller who deals in goods of that description there is an implied war
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ranty that the goods shall be of merchantable quality. Here the potatoes
were purchased by description from a dealer in vegetables and they are not
of merchantable quality, being unfit for consumption or resale. S is liable for
damages for breach of the implied warranty of merchantability.
c. S is correct and is entitled to recover the purchase price. Where there is a
sale of fungible goods in a deliverable state out of a specified mass, title to
an undivided interest in the mass passes at the time of the agreement. Here,
wheat is a fungible good, the mass is specified and nothing is left for S to
do to put the goods in a deliverable state. The title passed to B when the
agreement was made. The risk of loss was on the owner, B, therefore he is
liable to S for the purchase price.

Solution 10
a. A written promise or order to pay money may be either nonnegotiable or
negotiable in form. If nonnegotiable, it may only be transferred by assignment
and the person to whom the instrument is transferred takes the contractual
rights thereunder subject to all the defenses which existed against his assignor.
If negotiable, it is transferable by negotiation and a holder in due course
acquires the contractual rights free from personal defenses or prior parties.
In the case of bearer paper, negotiation is by delivery, and in the case of
order paper by indorsement completed by delivery.
b. (1) Restrictive indorsement. An indorsement is restrictive which either (a)
prohibits the further negotiation of the instrument, or (b) constitutes the
indorsee the agent of the indorser, or (c) vests the title in the indorsee
in trust for or to the use of some other person. Examples of restrictive
indorsements are: “Pay to John Jones Only,” “Pay to First National
Bank, for Collection Only,” “Pay to Jack Dudley in Trust for Kent Olive.”
(2) Special indorsement. An indorsement which specifies the person to whom,
or to whose order, the instrument is to be payable, and the indorsement
of such indorsee is necessary to further negotiation. Examples: “Pay
to Sam Smith” or “Pay to Sam Smith or order.”
c. (1) “Real” Defense. Those defenses that are available to primary or secondary
parties against the holder in due course of a negotiable instrument as
well as against other holders. Real defenses are those that may always
be asserted. Some examples are: fraud in inception, forgery, material
alteration, incapacity, illegality in inception, and nondelivery of an incompleted instrument.
(2 ) “Personal” Defense. Personal defenses are defenses which are good against
parties other than holders in due course because of such parties’ par
ticipation in or knowledge of certain transactions or facts giving rise to
such defenses. Fraud in inducement or consideration, lack, failure or il
legality of consideration, payment, and unauthorized completion are all
examples of personal defenses.
d. (1) Bill of Exchange. An unconditional order in writing addressed by one
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person to another, signed by the person giving it, requiring the person to
whom it is addressed to pay on demand or at a fixed or determinable
future time, a sum certain in money to order or bearer.
(2) Bond. A sealed instrument by which a person or corporation promises to
pay money. The term is used generally to refer to bonds of public or
private corporations. Corporate bonds payable to order or bearer are, in
effect, promissory notes. Registered bonds, being transferable only on the
company’s books, are not negotiable.

Solution 11
a. (1) In general a common carrier of goods is an insurer against loss, damage
or destruction thereof, regardless of negligence. Such liability is excused,
however, in the case of acts of God, a public enemy, or a public authority,
fault of the shipper, or deterioration due to inherent nature of goods.
(2) A common carrier of passengers is not an insurer against injury but is
liable for negligence established against it. The degree of negligence need
only be slight, for the common carrier is held to the exercise of the high
est degree of care for safety of passengers. However, in many states con
tributory negligence will bar recovery.
Basically, the two liabilities differ because common carriers of goods
have complete control thereof under conditions making possible theft by
them or in collusion with others. Owners, not being present at the time
of loss, should not be required to bear a burden of proof of liability.
Common carriers of passengers transport individuals who are capable of
personal action and judgment, are present when the injury occurs and
may, therefore, produce evidence and assume some responsibility for
their conduct. Hence the burden on the common carrier of goods to in
sure against loss and to prove exceptions in specified cases, and the
burden on passengers to prove at least slight negligence on the part of
the carrier. Further, as to liability to passengers, the highest degree of
care is imposed upon common carriers because human life and safety
are involved.
b. The liability of a common carrier of goods begins when the goods are received
and accepted for immediate transportation even though no bill of lading has
been issued therefor.
Under the general rule, liability continues until the consignee has had a
reasonable time, after notice, to remove the goods at the destination. After
such reasonable time has elapsed, or after the goods have been tendered and
refused, the common carrier becomes liable merely as a bailee for the failure
to use ordinary care of the goods. There are two variations of this rule. In
one no notice to the consignee is required. The other holds that liability ends
when goods reach their destination and are safely stored for delivery to the
consignee. Thereafter the carrier is liable as bailee.

Theory of Accounts
May 17, 1957; 1:30 to 5 p.m.

Solution 1
a. Marketable securities held as temporary investments are classified as current
assets and come under the general requirement of such assets in that they
should be carried at not more than realizable value. They therefore are sub
ject to the rule of “lower of cost or market.”
Since marketable securities are normally purchased as a means of investing
cash that is temporarily in excess of operating needs, the normal expectation
is that they will be converted back into cash within a relatively short period
of time. The market value, as a measure of the cash realizable value of the
securities, is thus a significant factor to readers of the statements who are
interested in the short-term financial position of a company.
Footnote or parenthetical reference to market value would be sufficient
to meet the need expressed above. However, as a matter of income determina
tion, any portion of an outlay made (cost) which is unrecoverable at a balance
sheet date, should be charged against current revenue, rather than carried
forward. To the extent that a decline of market below cost indicates un
recoverability of the cost, the securities should be stated at this lower amount,
the difference being recognized as a loss in the current period. In this respect
there is a close analogy with the principles of inventory valuation.
b. There is some possibility of a difference in application of the lower of cost
or market rule, but the company procedure is acceptable. It may be argued
that marketable securities are in effect a single item as to valuation and that
the aggregate market value should be compared with the total cost to deter
mine the writedown to market, if any. That view of them produces, where
some securities have appreciated while others have declined in value, a dif
ferent result than is obtained from an item by item application of cost or
market. Where each investment is considered individually we will have a
writedown such as is shown for DEF Company at December 31, 1955,
where the $48,000 net carrying value is $300 below market in total and
$2,000 below cost.
A second problem of application arises in the year following a writedown
where securities have regained some of their loss in market value. The question
raised is whether, having once written down the securities, a new “cost” is
established, or whether the securities may be written back up to present
market or original cost, whichever is lower. Generally accountants do not
seem to favor such a writeup because it introduces an “unrealized” gain
into the period when the market rises.
36
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c. The following additional entry would be required:
Allowance to reduce investments from cost to market
$1,000
Loss on sale of securities
Gain on sale of securities
To adjust the entry made on the sale of the Y Company Bonds.

$800
200

Because a loss of $1,000 had been taken in a previous period in reducing
this security from cost to market, the bonds were carried at $9,000 at date
of sale. Therefore when they are sold at $9,200 the allowance of $1,000
should be eliminated and the $200 gain recorded.
The preceding entry reduces the “Allowance” account to $1,000. Although
the X Company Bonds now have a market price only $800 under cost, no
adjustment need be made for this. To do so would be recognizing “gain” of
$200 because of a market rise, which is contrary to the philosophy behind
the “lower of cost or market” concept.
The Z Company Bonds have a market in excess of cost, and hence no
allowance provision is made for this investment. This company has elected
to use an item by item determination of lower of cost or market as shown
by their treatment on December 31, 1955.
Solution 2
Item
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

Q.
L.
B.
K.
D.
I.
H.
N.
P.
B.

Answer
(Sunk costs)
(Original cost)
(Common costs)
(Opportunity costs)
(Direct costs)
(Differential costs)
(Imputed costs)
(Prime costs)
(Standard costs)
(Joint costs)

Solution 3
In a decision to replace or not to replace an asset, the undepreciated cost of
the old asset is not a factor to be considered. Therefore, the decision to replace
fixed assets should not be affected by the amount of depreciation which has been
recorded. The relative efficiency of new equipment as compared with that presently
in use, the cost of the new facilities, the availability of capital for the new asset,
etc., are the factors entering into the decision. Normally, the fact that the asset
had been fully depreciated through the use of some accelerated depreciation
plan, although the asset was still in use, should not cause management to decide
to replace the asset. If the new asset under consideration for replacement was not
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any more efficient than the old, or if it cost a good deal more in relationship to
its efficiency, it hardly seems possible that management would decide to replace
merely because all or the major portion of the cost had been charged off for tax
and accounting purposes.
If depreciation rates were higher it might be true that a business would be
financially more able to replace, since during the earlier years of the asset use
a larger portion of its cost would have been charged to expense, and hence during
this period a smaller amount of income tax paid. By a sale of the old asset, which
might result in a capital gain, and purchase of a new asset, the higher depreciation
charge might be continued for tax purposes. However, if the asset were traded in,
having taken higher depreciation would result in a lower basis for the new asset.
It should be noted that expansion (not merely replacement) might be encour
aged by increased depreciation rates. Management might be encouraged to ex
pand, feeling that in the first few years when they are reasonably sure that the
expanded facilities will be profitable, they can charge off a substantial portion
of the cost as depreciation for tax purposes. Similarly since a replacement
involves additional capital outlays, the tax treatment may have some influence.
Also, because of the inducement to expand or to start new businesses, there
may be a tendency in the economy as a whole for the accounting and tax treat
ment of the cost of fixed assets to influence the retirement of old plant assets.
It should be noted that to the extent that increased depreciation causes man
agement to alter its decision about replacement, and to the extent it results in
capital gains at the time of disposition, it is not matching cost and revenue
in the closest possible manner.

Solution 4
January 2, 1955
Display equipment
Deferred financing costs
Cash
Equipment notes payable

$6,600
400
$ 2,000

5,000

To record the purchase of display equipment.
The difference between the contract price and the cash price is excluded from
the asset cost in order to reflect the asset at the cash outlay required in accordance
with the “cost basis” principle. The financing cost, $400, is to be amortized over
the period of credit allowed in the purchase. The balance sheet should probably
reflect in a footnote that title to this asset will not be acquired until final payment
is made if the amount is material. However, the asset should be recorded at its
total net cost because equitable title is in the company under such a conditional
sales contract.
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December 3 1 , 1955
Equipment notes payable
$1,000
Cash
T o record the annual payment on the purchase contract.
Depreciation of display equipment
660
Allowance for depreciation of display equipment
To record annual depreciation, calculated on the straight-line basis.

$1,000
660

Although title to the asset has not passed, the asset is being used and depreciation
must be reflected in the accounts, in order to secure proper charge against revenue
resulting from its use. If this were not done, the first five years would receive no
depreciation charge, and the last five years would have excessive depreciation
charges.
Financing expense
$133.33
Deferred financing costs
$133.33
To amortize finance costs.
The charge is at such a rate as to indicate that it is for interest on the principal of
the notes outstanding. For this reason use of the “dollars outstanding” method
would be most appropriate.

December 31, 1956
Equipment notes payable
$1,000
Cash
$1,000
To record payment on the purchase contract.
Depreciation of display equipment
660
Allowance for depreciation of display equipment
660
To record annual depreciation.
Financing expense
106.67
Deferred financing costs
106.67
To amortize financing costs—$4,000/$15,000 X $ 4 0 0 = $106.67.

Solution 5
a. This item should appear among the long-term liabilities on the balance sheet.
It arises as a result of a provision of the income tax law which allows com
panies (under certain controlled conditions) to charge off new expenditu res
on plant and equipment over a period of sixty months for tax purposes,
without regard to the actual service life of the asset in question. Assuming
that the company follows the desirable policy of recording depreciation on its
books without regard to special provisions of the tax law, this creates no
problem insofar as book depreciation charges are concerned.
However, the asset will have a zero basis for tax purposes at the end of
the five-year period and there will be no tax deduction for depreciation to
offset against the revenues resulting from the continued use of these productive
assets. It is argued that this special tax benefit thus results in the postponement
of a portion of the company’s income tax obligation until after the five-year
period and that this information should be recognized in the accounting
records. Thus an accounting procedure is recommended whereby the amount
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of the taxes which are estimated to be deferred by this procedure are accrued
as an obligation of the company during the sixty-month period. This liability
will gradually be extinguished during the period of service life of the asset
which extends beyond five years.
b. Assume that certificates are granted during the current year covering the
addition of $4,500,000 of plant. This plant, however, has a useful life of
twenty years. Thus depreciation for tax purposes during the current year
would be $900,000, while depreciation on a straight-line accounting basis
would be $225,000. Assuming a flat 52 per cent corporation tax rate, this
means that (52 per cent of $675,000) $351,000 represents a tax saving during
the current year which (assuming that the corporation stays in the black and
that tax rates do not change in the future) is in effect a postponement of in
come taxes.
An entry to reflect this might be made as follows:
Depreciation expense
Provision for future income taxes*
Allowance for depreciation
Deferred federal income tax

$225,000
351,000
$225,000
351,000

This entry would be repeated in each of the first five years.
In the sixth year and for the next fifteen years the following entry would
be made (book depreciation would remain constant throughout the twentyyear period):
Provision for current year’s income tax
Deferred federal income tax
Accrued federal income taxes
(Proof: $351,000 X 5 = $117,000 X 15.)

xx
$117,000
xx

• T h e p rovision for future incom e tax account w ou ld appear on th e profit and loss statem ent as a
charge against operations in each o f the first five years, representing the diff erence betw een incom e
taxes incurred during th e year, and th e total effective incom e taxes attributable to the current year’s
operations.

Solution 6
a. There is general agreement that treasury stock transactions do not give rise to
profits or losses. However, there is not complete agreement on other aspects
of the treatment of such stock transactions. The Institute’s committee on
accounting procedure discusses this as follows:
Apparently there is general agreement that the difference between the
purchase price and the stated value of a corporation’s common stock
purchased and retired should be reflected in capital surplus. Your com
mittee believes that while the net asset value of the shares of common
stock outstanding in the hands of the public may be increased or de
creased by such purchase and retirement, such transactions relate to the
capital of the corporation and do not give rise to corporate profits or
losses. Your committee can see no essential difference between (a) the
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purchase and retirement of a corporation’s own common stock and the
subsequent issue of common shares, and (b) the purchase and resale
of its own common stock.
While this statement covers retirement of stock and purchase and resale
of treasury stock, it does not consider the question of the amount at which
it should be carried when acquired.
The American Accounting Association, in its 1948 statement, takes a
somewhat different position. It proposes treating the purchase price as a re
duction of paid-in capital up to the pro rata amount represented by the
shares, and charging the excess, if any, of the purchase price to retained
earnings. Thus it proposes recording treasury shares at par, stated or average
value as the case may be. The statement also provides for treatment of the
reissue of shares as though they were an original issue.
Current procedure, as shown by Accounting Trends and Techniques, seems
to favor carrying common stock held in the treasury at cost, but with a con
siderable number of companies showing it at par or stated value, which may
or may not be cost in the particular instance.
Part of the differences in approach may arise from the variations in cor
poration laws of the states. In some states the acquisition of treasury stock
restricts retained earnings but does not change the legal capital unless it is
legally retired. In some states the legal capital is the par of the shares issued,
but in others it is the proceeds received from the stock issued.
Charging paid-in surplus with the pro rata amount applicable to stock re
acquired with the difference being charged to retained earnings might be
justified on an assumption that any amount paid the seller above his pro rata
contribution is a distribution of retained earnings even though it is not a pro
rata part of such retained earnings. Possibly retained earnings fail to reflect
the current values of the assets or the company’s future prospects. Charging
(or crediting) all amounts above par to capital surplus might be justified on
the theory that all stock transactions between the stockholders and company
affect total capital contributed by the stockholders, and that the reasons for
the amounts involved are not too important.
Reissue of treasury stock would result in an entry to capital surplus under
either theory (unless sold at p a r).
b. Entries to record the transactions might be any of the following:
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If Recorded at Cost
Debit

Credit

If Recorded at Par
AAA Basis
Debit Credit

Paid-in Basis
Debit Credit

Treasury stock
$50,000
$40,000
$40,000
Paid-in surplus
—
8,000
10,000
Retained earnings
—
2,000
Cash
$50,000
$50,000
$50,000
To record purchase of 400
shares of common stock at
$125 per share.
Cash
13,500
13,500
13,500
Treasury stock
12,500
10,000
10,000
Paid-in surplus
1,000
3,500*
3,500
To record sales of 100 shares
of treasury stock at $135
per share.
Cash
12,250
12,250
12,250
Treasury stock
12,500
10,000
10,000
Paid-in surplus
250
2,250*
2,250
To record sale of 100 shares
of treasury stock at $122.50
per share.
Common stock
20,000
20,000
20,000
20,000
Treasury stock
25,000
20,000
Paid-in surplus
5,000
—
—
To record cancellation of 200
shares of common stock
held in the treasury.
* Note: Another possibility favored by some writers would be to restore a pro rata part o f the
charge made against retained earnings.

Solution 7
a. In favor of the proposal: (1) the fixed assets are most affected by price-level
changes, because normally these assets have been acquired over a long period
of time and therefore will be most “out of line” in terms of present price
levels; (2) depreciation is frequently one of the most significant items in the
income statement, and it will be at considerable variance with depreciation
based upon present costs; (3) the remaining items in the balance sheet and
income statement are not too far removed from present price levels.
Against the proposal: (1) represents a “piecemeal” technique; (2) many
other items may be vitally affected by changing price levels, such as long-term
liabilities, inventories, and capital items; (3) it is confusing to have part of
the items in a statement adjusted to present price levels, with others not
adjusted.
b. (1) The average price index for the previous year was 150 (125 + 175 ÷ 2 ),
and for the current year 200 (175 + 225 ÷ 2 ). The sales figures would
be converted as follows:
Previous year — $240,000 X 225/150 $360,000
Current year — $300,000 X 225/200 $337,500
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(2) The converted figures indicate that, despite a recorded dollars increase
in sales of $60,000 over the previous year, in terms of dollars of equal
purchasing power, there has been a decrease of $22,500. This means that,
if sales prices of this company’s product have increased in the same
proportion as the general price index being used for the conversion, the
actual sales volume has declined rather than increased. A t any event,
the important matter is that the purchasing power of the dollars re
ceived from sales of the current year is $22,500 less than the corres
ponding purchasing power resulting from the sales of the previous year.
Thus what appeared to be a satisfactory improvement in sales now is
found to be a decline rather than an improvement.

Solution 8
a. When the book value of the investment account on the books of a holding
company is less than the book value of the underlying net assets, there are
several possible explanations which may be adduced:
(1) Certain assets of the subsidiary are overvalued. If this is the case these
assets should be written down as a revaluation based on the evidence,
represented by the exchange of 80 per cent of the shares.
(2) The subsidiary’s assets in general are overvalued; i.e., there is evidence
of “negative goodwill.” In this case a general reserve for overvaluation
of assets may be established and deducted from the assets as a whole.
(3) The acquisition has been made at less than true value; i.e., a gain on
purchase of the stock has been made. This premise is contrary to a basic
assumption that an arm’s-length transaction is presumed to be the best
evidence of true value; on this reasoning the accountant normally re
fuses to recognize gains on purchase. However, in special situations a “for
tunate purchase” may occur. If this assumption as to the nature of the
difference is followed, it would result in recording the difference as a
special category of consolidated net worth, suitably labeled.
(4) If an exchange of stocks has occurred, it may be that a premium re
ceived for the stock of the parent company has not been recorded. What
appears as excess of book value of underlying net assets over cost is in
reality a premium on the stock of the parent company.

S Company
In this case there is no evidence that the assets of S Company are overvalued
since their book value is 7.25 millions (5 million plus 800 thousand, divided
by .8) and the total market value as indicated by share price is $7.5 millions
(50,000 shares X $150). There is evidence, however, that the entry made
by P to record the exchange was incorrect. In exchange for 100,000 shares
of stock it received an interest in assets having a book value of 5.8 millions
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and shares having a market value of approximately 6 millions. It seems
reasonable therefore to regard the $800,000 as premium on capital stock,
and an entry should be made on P ’s books adding $800,000 to the invest
ment account and crediting premium on capital stock for an equal amount.
The investment will then eliminate in consolidating. That a premium was
received on the stock issued is also supported by the market value of the
common stock of Company P. Since the market value ranged from $60-65
a share, it appears that the value of the stock issued was about $6,000,000
or more. In an acquisition of assets through issuance of stock the fair value of
the asset received or the fair value of the stock issued, whichever is most
clearly evident, should be considered in setting the value of the assets acquired.
In this case a value of $6,000,000 might be assigned to the investment in S.
The premium on stock issued would be $1,000,000 and there would be an
“excess of cost over book value of subsidiary stock” of $200,000 left on the
consolidated statement.

T Company
P Company paid slightly above the quoted market price for the shares of
T Company, yet the purchase price was smaller than the book value of the
underlying assets by $160,000. This is some evidence that the overvaluation
of assets thesis is a reasonable interpretation of the difference in this case.
Since no information is given about particular assets, an entry on the books
of T Company might be made as follows: Dr. Retained earnings $200,000;
Cr. Reserve for overvaluation of assets $200,000. ($160,000 divided by .8
equals $200,000.) The investment amount will now eliminate, and the Over
valuation reserve will appear as a reduction of total consolidated assets.

Answers to Examinations, November 1957
Accounting Practice—Part I
November 6, 1957; 1:30 to 6 p.m.
Solution 1
Correcting Journal Entry
Inventory
$20,000
A Capital
$
B Capital
C Capital
_
10,833
To correct the inventory at December 31, 1956 and adjust capital balances in accord
ance with the following schedules.

Supporting Computations
Analysis of Capital Accounts
Total
$100,000
Original investment
Profits for first five years:
75,000
Salaries
5,000
Remaining profits
$180,000
Total
45,000
Withdrawals
$135,000
Balance 1/1/52
Profit for second period:
75,000
Salaries
15,000
Remaining profits
$225,000
Total
50,000
Withdrawals
$175,000
Balance 12/31/56
20,000
Adjustment required
$195,000
Corrected balance

Deduct—Overstatement of in
ventory 12/31/51
(8,000)
Corrected profit to 12/31/51 $75,000
Allowance for salaries— equally 75,000
$

B
$30,000

C
$50,000

25,000
1,666
$46,666
15,000
$31,666

25,000
1,667
$56,667
15,000
$41,667

25,000
1,667
$76,667
15,000
$61,667

25,000
3,000
$59,666
15,000
$44,666
3,334
$48,000

25,000
4,500
$71,167
15,000
$56,167
5,833
$62,000

25,000
7,500
$94,167
20,000
$74,167
10,833
$85,000

Correction and Distribution of Profits
for Second Five Years
Profit per books
$ 90,000
Add—Overstatement of
1/1/52 inventory
8,000
Add—Understatement of
12/31/56 inventory
20,000
Deduct—Understatement of
depreciation 12/31/54
(3,000)
Corrected profit for second
five years
$115,000
Allowance for salaries—
equally
75,000
Remaining profits on 2:3:5
ratio
$ 40,000

Correction and Distribution of Profits
for First Five Years
Profit per books
$80,000
Add—Overstatement of depre
ciation in 1949
3,000

Remaining profits— equally

Per Books
A
$20,000

—
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Analysis of Capital Accounts as Corrected
Original investment
Profits for first five years
Profits for second five years:
Salaries
Remainder
Total
Withdrawals
Balance 12/31/56

c

Total
$100,000
75,000

A
$20,000
25,000

B
$30,000
25,000

$ 50,000
25,000

75,000
40,000
$290,000
95,000
$195,000

25,000
8,000
$78,000
30,000
$48,000

25,000
12,000
$92,000
30,000
$62,000

25,000
20,000
$120,000
35,000
$ 85,000

Solution 2
Computation of Tax Liability
Net income per books before federal income taxes
Add;
Capital loss
Accounts receivable written off
Provision for returns and allowances
Total
Deduct:
Additional depreciation
Dividend received credit
Net operating loss deduction
Recoveries of accounts receivable written off
Returns and allowances
Inventory overstatement
Accrued bonuses
Charitable contributions of preceding year
Total deductions
Taxable income
Tax liability (52% less $5,500)
Provision per books
Excessive provisions

1.
2.
3.
4.
5.
6.
7.
8.

$ 1, 000,000

50,000
7,200
35,000
$1,092,200
$

$
$
$
$

25,000
170,000
435,000
2,100
32,400
65,000
25,500
12,825
767,825
324,375
163,275
514,500
351,325

Schedules and Explanations
The capital loss of $50,000 on sale of stock would not be deductible, but could be
used to offset gains. The $8,000 loss on land used in the business can be deducted
as an ordinary expense.
Since the “reserve method” for handling loss on accounts has been accepted, the
$7,200 writeoffs and the $2,100 recovery have to be treated through the “Reserve.”
Provisions for returns or allowances are not deductible but the actual returns and
allowances may be deducted.
The double-declining balance method of depreciation would allow 20% or $100,000
in the first year. One-half year would amount to $50,000, requiring a $25,000
adjustment.
An 85% credit is allowed against the intercompany dividend of $200,000.
Net operating loss deduction is $2,185,000—$1,750,000, or $435,000.
Inventory overstatement should be corrected and accrued bonuses set up.
Since the $12,825 of contributions could not be used last year, they can be used
now.
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Solution 3
Analysis of Changes in Gross Profit
Plant No. 1

Net sales
Cost of sales
Gross profit

1956
Amount
%
$200,000
100
160,000
80
$ 40,000
20

1955
Amount
$300,000
210,000
$ 90,000

Increase or
(Decrease)
%
Amount
($100,000)
( 50,000) 10
($ 50,000) (10)

%
100
70
30

The 1956 decrease in gross profit is accounted for as follows:
(1) Decrease in sales (30% of $100,000)
(2) Decrease in rate of gross profit of 10% of sales of $200,000
Total decrease accounted for

$30,000
20,000
$50,000

Plant No. 2
1956
11,000

Units sold
Sale price per unit
Cost per unit
Gross profit

$ 10.20

5.84
47,960

1955

Increase or
(Decrease)

10,000

1,000

$ 10.00

$ .20

6.00

40,000

The 1956 increase in gross profit is accounted for as follows:
(1) Increase in sales price (11,000 at $.20)
(2) Decrease in unit cost (11,000 at $.16)
(3) Increase in volume (1,000 at $4.00)
Total change

(.16)
7,960
$ 2,200

1,760
4,000
$7,960

Alternate Computations
This same basic analysis may be made in several ways. The usual type of
analysis of variance may be made as follows:

Volume Change:
1,000 more units sold at 1955 price of $10 =
Deduct cost of 1,000 units at 1955 cost of $6 =
Net increase in gross profit

$10,000 more income
6,000 more cost
$ 4,000

Price Changes:
Increase in sales price of $.20 per unit for 10,000
Decrease in cost of $.16 per unit for 10,000 =
Total increase in gross profit

$ 2,000 more income
1,600 less cost
$ 3,600

Combined quantity— price changes:
1,000 more sales at $.20 more per unit =
1,000 more units at $.16 less cost per unit =
Total increase in gross profit
Total increase in gross from all causes

200 more income
160 less cost
$ 360
$ 7,960

A nswers
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Solution 4
Correcting Journal Entries
a. (1)

(2)

(3)

(4)

(5)

Land
Land and building
For setting up land account

$ 98,000
$ 98,000

Land
Land and building
Cost of old building removal

1,500
1,500

Building
Land and building
For setting up building account cost
of new construction

100,000
100,000

Land
Building
Organization expense
Land and building

1,000
500
500

Building
Insurance expense
Prepaid insurance
Land and building
Charge to construction 2/36 of $1,800
$
Charge to operations 6/36 of $1,800
Charge to prepaid insurance 28/36 of $ 1,800
$

100
300
1,400

2,000

1,800

100
300
1,400
1,800

(6)

Land
Land and building
Special tax assessments required to be
capitalized

2,500

(7)

Building
Expense
Land and building
Construction salary
Other salaries

5,000
7,000

2,500

12,000

$ 5,000
7,000
$ 12,000

(8)

Earned surplus
Land and building
For reversing asset write-up

(9)

Land and building
Allowance for depreciation
Depreciation expense
Depreciation (July 1 to December
31, 1956)
Cost
Annual rate
Depreciation—1% of $105,600

12,500

12,500

2,300
1,056
$105,600
2%
1,056

1,244
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Summary
Land
Cost
Razing
Legal fees
Special assessment
Total

$ 98,000
1,500
1,000

2,500
$103,000
__

Building
Contract price
Legal fees
Insurance
Salary
Total

b. Balance-Sheet Presentation:
Land—at cost
Building—at cost
Less allowance for depreciation

$ 100,000

500
100

5,000
$105,600
$103,000

$105,600
1,056

104,544
$207,544

Solution 5
a.

BLACK, INC.
Adjusting Journal Entries
December 31, 1956

Truck expense
Surplus
To reclassify entry on CD 62, which was of type covered
by ARB 32 but not material in relation to $15,000 net
income.
(2 )

Cost of goods sold
Inventory reserve (valuation)
Surplus
To reclassify entry on J 40, which should have been a cur
rent operating charge; to treat inventory reserve as a valua
tion reserve; and to correct for clerical error in amount
of entry.
(3)
Surplus (Earned)
Paid-in surplus
To segregate premium on capital stock from surplus ac
count which is otherwise wholly earned surplus (CR 8).
(4)
Cost of goods manufactured (or purchases)
Inventory reserve
To reclassify entry on CD 78. Surplus reserve for future in
ventory should not be used to relieve P & L of current
charges.
(5)
Inventory reserve (valuation)
Reserve for future inventory loss
To segregate surplus reserve from valuation reserve.
( 6)
Surplus (Earned)
Inventory loss
To reclassify entry on J 19. Provision of a surplus reserve
should not affect P & L.

$ 160

2,000
1,000

200

$ 160

3,000

200

500
500

5,000

5,000

5,000

5,000
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BLACK, INC.
Recap of Adjusting Journal Entries
December 31, 1956

Per Books
AJE

1

2

3
4
5
6

As adjusted

.

6

P &L
Accounts
Credit
$15,000
(

160)

(

2, 000 )

Surplus
(Earned)
Credit
$40,000
160
3,000
(

(

(

(

1,000)

(

500
5,000)

200 )

500)
5,000
$17,340

Inventory
reserve
(Valuation)
Credit
$ 7,500

5,000)
$37,960

$ 2,000

Paid in
surplus
Credit

Reserve for
future
inv. loss
Credit
$

$

—

200

5,000
$

200

$ 5,000

BLACK, INC.
Statement of Retained Earnings
Year Ended 12/3 1 /5 6

Balance, 1/1/56
Deduct:
Loss on disposal of main office building
Appropriation for future inventory loss

$ 52,960
$ 10,000

5,000

Add net profit for year ended 12/31/56
Balance 12/31/56

c.

15,000
$ 37,960
17,340
$ 55,300

BLACK, INC.
Net Worth Section of Balance Sheet
December 31, 1956

Capital stock, $100 par value 600 shares
Capital paid-in in excess of par value of stock
Retained earnings:
Appropriated for future inventory loss
Unappropriated

$ 60,000
200
$ 5,000
55,300

60,300
$120,500
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Solution 6
a.

THE INVESTMENT COMPANY
Gain on Real Estate
Year Ending September 30, 1957

Sale price
Cost
Gross margin
Payments received
Per cent of margin to price
Margin earned
Discount on contract sold
Profit on real estate
Deferred income

Deal
101
$12,000
9,000
$ 3,000
$ 1,800
25
$ 450

Deal
102
$12,000
8,000
$ 4,000
$ 4,000
33 1/3
$ 1,333

$ 450
$ 2,550

$ 1,333
$ 2,667

Deal
103
$16,000
11,000
$ 5,000
$16,000
31.25
$ 5,000
2,700
$ 2,300
$ 0

Deal
104
$10,000
5,500
$ 4,500
$ 2,600
64.29*
$ 1,672
$ 1,672
$ 2,828

Total
$50,000
33,500
$16,500
$24,400
$ 8,455
2,700
$ 5,755
$ 8,045

*Per cent of margin on 104 computed on the $7,000 net sale price to the company.

b.

Gain on Land Contracts
No. 1
Collections and sale
Cost
Gain exclusive of interest

$ 9,200

No. 2
Discount
Amount per month
Discount earned in 10 months
Total gain

960
40

8,000

$ 1,200

400
$ 1,600

c. Tax rules do not permit use of the installment method where the down pay
ment exceeds 30 per cent of the sales price. Therefore for tax purposes the
income from real estate transactions would be increased by $2,667 which is
deferred on the books for Deal 102. There would be no other difference since
capital gain on the land contract is taxable at 100 per cent but may be subject
to the “alternate tax computation.” The taxable income is less than $25,000
for this corporation.

Accounting Practice—Part I
November 7, 1957; 1:30 to 6 p.m.

Solution 1
Worksheet for Computation of Corporate Federal
Income Tax, Fiscal Year Ended May 31, 1957
Capital Gains
Ordinary
or (Losses)
Non-Taxable
Gains or
Income and
Long
Short
(Losses)
Expense
Term
Term
$400,000
Gross receipts
Dividends from domestic corpora
100,000
tion (subject to 85% deduction)
Sale of Corporation’s own common
stock:
Cost of stock
$ 1,100
Proceeds of sale
1,000
$
( 100 )
Loss not deductible
$ 100
Sale of X Corporation’s common
stock:
Cost of stock purchased
December 31, 1956 $10,500
Proceeds of sale, May 31,
1957
10,000
$(500)
Short-term loss
$
500
Amortization of bond premium:
$1,000 premium amortizable over
10 years
Depreciable property and real prop
erty used in business and held
for more than six months
(See schedule):
Machinery
Land
Depreciable property used in busi
ness but not held for more than
six months—
Trucks (See schedule):
Costs and expenses
Dividends
Acquisition of Corporation’s own
common stock:
Par value of 100 shares
reacquired
$ 1,000
Cost of shares reacquired
900
No net effect
Less short-term capital gains
Plus net capital gains

100

$(480)
3,000

(500)
(350,000)
( 100,000)

$149,600
2,020
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$2,520
(500)
$2,020

$(500)

$(100,100)
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Taxable income before contributions
and special deductions

53

$151,620

Taxable income before contributions and special deductions
Contributions, $25,000—Limited by 5% of $151,620
Taxable income before special deductions
Dividends received deduction
Taxable income
Taxable income
Net capital gains and tax thereon at 25%
Balance and tax thereon at 52% less $5,500
Total Tax

$151,620
7,581
$144,039
85,000
$ 59,039
$59,039
2,020

$57,019

505
24,150
$24,655

Computations— Depreciable Property
Machinery:
Cost of machinery traded in (purchased 5/31/53)
Depreciation to date of trade-in, 5/31/56
Basis for tax-free exchange
Additional amount paid ($5,000 less allowance of $1,000)
Basis for machinery acquired 5/31/56
Depreciation for year ended 5/31/57
Basis at date of sale, 5/31/57
Proceeds of sale
Long-term capital loss (Sec. 1231)
Land:
Proceeds of sale
Cost in 1954
Long-term capital gain (Sec. 1231)
Truck:
Cost at date of purchase, 1/31/57
Depreciation based on four-year life
Basis at date of sale, 5/31/57
Proceeds of sale
Non-capital asset loss

$4,000
2,400
$1,600
4,000
$5,600
1,120

$4,480
4,000
$ 480
$ 6,000

3,000
$3,000

$ 6,000

500
$5,500
5,000
$ 500
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Solution 2

THE BANCROFT CORPORATION
Statement of Source and Application of Funds
For the Year Ended December 31, 1956
Funds provided:
Net profit for the year
$105,000
Add items not requiring an outlay of funds:
Depreciation:
Machinery
$16,000
Building
14,000
Amortization:
Patent
5,000
Goodwill
10,000
Bond discount
90
Loss on sale of machinery
2,000
$47,090
credits not providing funds:
Gain on retirement of bonds
550
50
Amortization of bond premium
6,000
40,490
Parent’s share in subsidiary’s profit
Total
Sale of bonds less expense of sale
Sale of stock
Sale of machinery

$145,490
120,230
62,000
1,000

$328,720
Funds applied:
Redemption of bonds
Investment in subsidiary
Addition to buildings
Extraordinary repairs to building
Purchase of machinery
Purchase of patent
Declaration of dividend
Increase in cash surrender value of life insurance
Excess of funds applied (represented by a
decrease in working capital)

$ 101,000

100,000
59,000
7,000
4,600
16,000
60,000
300

347,900
$ 19,180

THE BANCROFT CORPORATION
Statement of W orking Capital Changes
For the Year Ended December 31, 1956
Current assets:
Cash
Accounts receivable
Allowance for bad debts
Inventory
Prepaid expenses
Current liabilities:
Accounts payable
Accrued taxes payable
Dividends
Working capital

1956

1955

Increase or
(Decrease)

$ 282,400
490,000
(45,300)
695,000
10,000
$1,432,100

$ 320,000
410,000
(40,000)
660,000
8,000
$1,358,000

$(37,600)
80,000
(5,300)
35,000
2,000
$ 74,100

301,280
92,000
60,000
$ 453,280
$ 978,820

280,000
80,000
—
$ 360,000
$ 998,000

21,280
12,000
60,000
$ 93,280
$(19,180)
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Comments on Numbered Items
(not required)
(1) Has no effect on funds. Analysis of capital stock account shows the following:
$1,453,200
Balance 12/31/55
200,000
Restatement of value of stock
$1,253,200
Balance 4/1/56
Sale of 8,000 shares 11/1/56 for $62,000 with
(2)
48,000
stated value @ $6 per share
$1,301,200
Balance 12/31/56
(3) This required funds of $16,000. Balance of account will be computed
$ 60,000
Balance 12/31/55
16,000
Purchase
$ 76,000
Total
71,000
Balance 12/31/56
Amortization charged against income which did
$
5,000
not require funds
(4) and (5) Analysis of the machinery account shows the following:
$ 190,000
Balance 12/31/55
8,000
Disposition of machinery
$ 182,000
Balance
Balance 12/31/56
186,600
Additions requiring funds
$
4,600
Loss on sale not requiring funds—$8,000 less
$6,000
$
2,000
Funds received from disposition
$
1,000
Depreciation computation shows the following:
Balance 12/31/55 of Reserve
$ 130,000
Amount on asset sold
5,000
Balance
$ 125,000
Balance 12/31/56
141,000
Additions which were charged against income
but did not require funds
$ 16,000
(6) Funds to redeem bonds
$ 101,000
Premium on bond retirement
$
1,000
Unamortized premium 12/31/55
$1,600
Amortization to 3/31/56 not requiring funds
50
Balance at date of redemption
1,550
Profit on redemption which does not
produce funds
$
550
(7) Face amount of bonds issued
Discount on $125,000 of bonds sold
$
3,750
Expense of issuance
1,020
Total
4,770
Proceeds of issue
Amortization for nine months which did not require
funds
90
Balance 12/31/56
$
4,680

$125,000
4,770
$120,230
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(8) Purchase of stock requiring funds
$ 100,000
80% of subsidiary’s income for year ($7,500), which did
not produce funds but was credited to income
6,000
Balance 12/31/56
$ 106,000
(9) Balance of Reserve 12/31/55
$ 400,000
Charge for major repairs which required funds
7,000
Balance
393,000
$
Balance 12/31/56
407,000
Provision during year which was charged against income
but did not require funds
$ 14,000

Comments on Other Items
(not required)
Increase in Cash value of insurance required funds
Increase in Buildings required funds
Decrease in Goodwill was a “non-funds” charge against income
Dividends declared required funds
Reserve for plant expansion had no effect on funds

$ 300
59,000
10,000

60,000

Solution 3
a. Computation of Waste
Finished goods inventory
3/31/56
Cloth sales
Total
Finished goods inventory
9/30/55
Cloth produced
Cotton inventory 9/30/55
Cotton purchased
Total
Cotton inventory 3/31/56
Cotton put into production
Goods in process 9/30/55
Total
Goods in process 3/31/56

Pounds
462,000
6,535,000
6,997,000
254,000
6,743,000
1,965,000
6,291,000
8,256,000
1,100,000
7,156,000
714,000
7,870,000
788,000

Computation of Waste
Pounds
Cotton required for
production
7,082,000
Cloth produced
6,743,000
Waste loss
339,000
Waste percentage of cotton
required (339,000 ÷
6,780,000)*
5.00%
½ for goods in process
2.50%
Waste multiple — Finished
goods
105.0 %
Waste multiple — Goods
in process
102.5 %
♦Computed as follows:
Cloth produced
6,743,000
Increase in cloth in
process — 74,000 lbs.
50% completed
37,000
Equivalent production 6,780,000
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b.
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Lifo Inventory Valuation of Cotton Content
March 31, 1956

Inventory 3/31/56 (pounds)
Waste multiple
Equivalent cotton (pounds)
Value per pound (1,675,000)
@ $.11 and 717,800 @ $.18)
Value of cotton content

Finished
Goods

Goods in
Process

462,000
105%
485,100

788,000
102.5%
807,700

$.131
$ 63,548

$.131
$105,809

Cotton

Total

1,100,000

100 %

1,100,000

2,392,800

$.131
$144,100

$.131
$313,457

Computation of
Computation of Reserve for
Cotton Processed
Replacement of Lifo Quantities
In process— 1st of period
Pounds Amount
(714,000 X ½
}
357,000
Inventory 9/30/55
3,157,000 $562,065
Put in process:
Inventory 3/31/56
2,392,800 313,457
Raw inventory
Decrease
764,200 $248,608
1st of period 1,965,000
Purchased
6,291,000
Replacement cost
Raw inventory
@ $.375
764,200 $286,575
end of
Decrease
248,608
period
(1,100,000) 7,156,000
Reserve required
$ 37,967
Total
7,513,000
In process—end
of period
(788,000 X
)394,000
½
Alternate Computations
Computation of Loss
Balance
7,119,000
Less computed waste
Opening inventory
2,933,000
during processing
339,000
Purchased
6,291,000
Equivalent processed
6,780,000
9,224,000
Sales
6,535,000
2,689,000
Ending inventory
2,350,000
Loss
339,000

c.

Adjustment factor
7,119,000 ÷ 6,780,000 = 1.05 for multiple
339,000 ÷ 6.780,000 = .05 for multiple
339.000 ÷ 7,119,000 = .047619 for division
100 ÷ .047619 = .952381 or
6,780,000 ÷ 7,119,000 = .952381 or
100 ÷ 105 = .952381
Application
462,000÷
788,000÷

.952381 = 485,100
.9761905 = 807,700

Branch net profit
Home office net profit

Expenses

Branch office:
Sales
Cost of sales

Home office:
Sales
Cost of sales
Expenses

Accounts payable
Mortgage payable
Capital stock
Retained earnings
Accrued expenses
Home office current
account

Accounts receivable
Inventory
Fixed assets—Net
Branch office current
account

Cash

Solution 4
a.

$

0

(350,000)
220,000
70,000

(23,000)
(50,000)
(100,000)
(26,000)

44,000

41,000
$ 0

(150,000)
93,000

(9,000)

(2,000)

Branch Income
Statement
Dr.
Cr.

$136,000
70,000

$245,000

Home Office
Income Statement
Dr.
Cr.
$ 30,000
37,000
44,400
150,000

$ 23,000
50,000
100,000
24,800
2,000

Bidance Sheet
Dr.
Cr.

$150,000
(3)
1,600 (1) 21,000 $ 74,400
(7) 2,000 (2) 1,200
(4) 12,000
53,000 ______ ______ ______ ______ ______
$176,800
$176,800 $127,400 $150,000 $206,000 $245,000 $261,400 $199,800
22,600
22,600
______ ______ ______ 39,000 ______ 39,000
$150,000 $150,000 $245,000 $245,000 $261,400 $261,400

(1) 84,000

34,000 (4) 12,000
(6) 3,000
(7) 10,000

1,200

(1) 105,000

(8)

(2)

(8) 34,000
(5) 10,000

Trial Balance
Adjustments and
Home Office Branch _____ Eliminations
Dr. (Cr.) Dr. (Cr.)
Dr.
___ Cr.
$ 15,000 $ 2,000
(6 ) $ 3,000
(5) 10,000
20,000
17,000
30,000
8,000
(7) 8,000 (3)$ 1,600
150,000

PACIFIC IMPORT COMPANY
Working Trial Balance, December 31, 1956
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PACIFIC IMPORT COMPANY
Explanation of Adjustments
December 31, 1956

2.

3.
4.
5.

6.

7.

8.

b.

To eliminate duplication of sales and cost of sales entries resulting from the home
office recording of shipments to branches as sales.
Adjust home office cost of sales by 4/5 of sales to branch—4/5 X $105,000 =
$84,000. Balance of $21,000 is credited to branch cost of sales to be further
adjusted for markup in beginning and ending inventory.
To adjust branch office cost of sales for markup included in opening inventory.
1/5 X $6,000 = $1,200.
To adjust branch office cost of sales for markup included in ending inventory.
1/5 X $8,000 = $1,600.
To record at the branch, expenses paid by home office.
To record cash in transit from branch.
To record cash in transit from home office.
To record merchandise in transit from home office:
$105,000
Billings from home office
6,000
Beginning inventory at branch cost
$ 111,000
Total
Less:
Cost of sales per branch
$93,000
Ending inventory per branch
8,000
101,000
$ 10,000
Merchandise in transit
2,000
Markup— 1/5 X $10,000
$ 8,000
Difference—cost
Proof of branch cost of sales (all figures at cost)
$ 4,800
Beginning inventory
84,000
Shipments by home office
$ 88,800
Total
14,400
Less ending inventory
$ 74,400
Branch cost of sales as adjusted
Eliminate current accounts.

PACIFIC IMPORT COMPANY
Reconciliation of Current Accounts
December 31, 1956

Branch Office Current Account:
Balance per home office
records
$44,000
Less cash in transit from
branch
10,000
Total
$34,000

Home Office Current Account:
Balance per branch records $ 9,000
Add:
Expenses paid by home of
fice not recorded by
branch
12,000
Cash in transit from home
office
3,000
Merchandise in transit
from home office
10,000
Total
$34,000

47,000

Accounts payable—
Trade

( 2) 2,000
( 1) 19,000
( 4) 10,000

( 8) 1,000
2,000

—
( 6)

( 1) 18,500

1,000
2,000

1,000 (11) 40,000
2,000 (10) 2,600

(11) 40,000 ( 5)
(10) 2,600 ( 2)

( 5)
( 2)

500
50

3)
1,000
2) 2,000

7)
9)

500

50,100
—

6,000,000

145,000

140,000

( 8) $ 1,000 (
(
( 9)
50
( 7)
500
(
(

( 1) $

Debit______ Credit

_______ Adjustments______

December 31, 1956

Working Trial Balance

CITY OF X
Water Utility

Warrants payable
Due to other funds
Advance service pay
ments

Property
Unfilled orders and
contracts

Merchandise on order
and in transit

Supplies inventory

$ 145,000

Trial Balance
Debit
Credit

Cash—Operating fund $ 588,800
Postage on meter
1,000
Accounts receivable
Consumer billing
65,000
Service
17,000
Sundry
700
Due from other funds
—

Solution 5

Profit and Loss
Debit
Credit

105,400
6,000,000

137,000

550

65,000
17,500
650

$ 588,800
500

14,000

1000

50,100
18,500

$ 105.400

Balance Sheet
Debit
Credit
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Accounts payable—
Township
56,000
Revenue bonds payable
300,000
Accumulated depre
ciation
1,200,000
Surplus
4,500,000
Revenue
1,500,000
Expense
Production
340,000
Distribution
151,000
Office
90,000
Administrative and
General
105,000
Cost of new installa
tions—Repairs and
parts
140,000
Interest on W.C.D.
600
Interest on bonds
9,000
Allowances and ad
justments
5,000
Cash—W.C.D.
17,000
Investments—W.C.D.
50,000
W.C.D.
67,000
Profit for year
________ ________
$7,865,100 $7,865,100

Trial Balance
Debit
Credit

Solution 5 ( Continued)

( 3)

(12)

Credit

500

( 6)

$86,150

_______

500
500
500

( 6)
1,000 ( 6)
( 6)

_______
$86,150

5,000

(12)

5,000 ( 4) 10,000

Debit

_______ Adjustments______

December 3 1 , 1956

Working Trial Balance

CITY OF X
Water Utility

5,000

140,000
600
9,000

104,500

339,500
151,500
89,500

665,400 _________
$1,505,000 $1,505,000

$

$1,505,000

Profit and Loss
Debit
Credit

67,000
_________
665,400
$6,982,400 $6,982,400

17,000
50,000

1,200,000
4,500,000

61,000
300,000

Balance Sheet
Debit
Credit
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TOTAL ASSETS

50,000

$ 17,000

105,400

83,150
550
137,000

500

$588,800

$6,982,400

67,000

$6,915,400

915,400

$6,000,000

TOTAL LIABILITIES

Trust liability
Water consumers

Total

Reserve for depreciation—
Utility plant

Term liability
Revenue bonds maturing
after 1957

in 1957

30,000

Current liabilities
Warrants payable
$ 50,100
Accounts payable
Trade
$ 14,000
Township
61,000
75,000
Unfilled orders and
contracts (see contra)
105,400
Advance service
payments
1,000
Due to other funds
18,500

Surplus—Exhibit “B”

Liabilities

$6,982,400

deposits67,000

1,200,000
-------------6,915,400

270,000

280,000

$5,165,400

EXHIBIT “A”

Answers

Investments

Trust fund—
(Water consumers’
deposits)
Cash

Total

Postage meter cash
Accounts receivable
Consumers
$65,000
Service
17,500
Sundry
650
Due from other funds
Supplies inventory
Merchandise on order and
in transit (see contra)

Current and deferred assets
Cash

Utility plant

Assets

CITY OF X
Water Utility
Balance Sheet
December 31, 1956
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Solution 5 (con tin u ed)

EXHIBIT

CITY OF X
Water Utility
Revenue, Expense, and Surplus
January 1, 1956 to December 31, 1956
$1,505,000

Revenue
Costs and expense

Production
Distribution
Office
Administrative and general
Installations, repairs, and parts
Interest—Water consumers’ deposits
Interest—Revenue bonds
Allowances and adjustments
Increase in surplus
Surplus—January 1, 1956
Surplus— December 31, 1956—Exhibit “A”

$339,500
151,500
89,500
104,500
140,000
600
9,000
5,000

839,600
$ 665,400
4,500,000
$5,165,400

Auditing
November 7, 1957; 9 a.m. to 12:30 p.m.
Solution 1
a. The principal purpose in determining the composition of amounts listed on
deposit slips is to detect any difference in amount between a check deposited
and what purports to be the corresponding receipt entered in the cash book.
This type of irregularity is commonly referred to as “lapping” of cash receipts.
It could be disclosed by comparison of the deposit slip with the cash book
entries.
Such a difference could arise from the deposit of a check or checks pur
porting to represent remittances from customers which had been previously
intercepted and withheld without entry in the cash book. The aggregate of
the check or checks being deposited would equal the amount of those previ
ously withheld although the individual amounts of the checks deposited would
not agree with the individual amounts of the cash book entries. Comparison
will show the individual differences.
In the application of this procedure it is essential that copies of deposit
slips be obtained directly from the bank rather than relying on duplicate
copies on file in the office of the company.
b. The primary purpose in comparing deposits as shown by the bank statement
for several days prior to the end of the period with receipts as shown by the
cash book is to detect “kiting” among banks.
Where a company has more than one bank account, it is possible to conceal
a shortage by depositing in one bank an unrecorded check on another on a
date too late to reach the bank on which drawn in time to be charged in the cur
rent bank statement. In the event one of two or more banks is located out of
town the opportunity of covering the shortage is increased and the period of
comparison should begin at a date sufficiently in advance of the bank recon
cilement date to allow for collection of a check from the most distant location
of the depositaries.
c. The primary purpose of examining checks returned with the next subsequent
bank statement and comparing such checks with the bank statement and the
list of outstanding checks as of the bank reconcilement date is the detection of
a check which was in fact outstanding but which was not so listed or which
was listed for an incorrect amount.
This procedure also should detect the use of an unrecorded company check
to obtain funds to temporarily cover a shortage or even to permanently cover
it if the check is recorded in the first few days of the succeeding period in
proper numerical sequence. Unless the subsequent bank statement is received
by the auditor directly from the bank it is essential that the cancelled checks
be closely examined and compared with withdrawals as shown by the bank
64
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statement in order to determine that a check has not been removed and
destroyed.
d. Reconcilement of cash receipts as shown by the cash book with deposits as
shown by the bank statement by months has as its principal purpose the de
tection of shortages concealed by depositing amounts which are not entered
in the cash book or do not correspond with items entered in the cash book, or
by transferring shortages between cash funds and the bank.
This procedure also will detect receipts deposited in the bank without entry
in the cash book and later withdrawn from the bank by an unrecorded check
which is destroyed after return by the bank.
Solution 2
a. (1) It would be desirable to disclose the change in accounting practice in a
footnote to the financial statements. It is a change which affects sales and
cost of sales and these may be used in making comparisons even though
the effect on net income is not material. This footnote should include an
assertion that the effect of the change on 1956 net income was not
material. A suggested draft of such a footnote follows:
Effective with the year 1956 the company changed its accounting
practice pertaining to the closing date for recording sales from the
25th to the last day of the month. The effect of this change on 1956
net income was not material.
(2) In view of the fact that the change in accounting practice had no material
effect upon 1956 net income no reference need be made thereto in the
report.
b. (1) It would be necessary to disclose the change in accounting practice in a
footnote to the financial statements. This footnote should include, if prac
ticable, an assertion indicating the dollar amount of the effect of the
change on 1956 net income. A suggested draft of such a footnote follows:
Effective with the year 1956 the company changed its accounting
practice pertaining to the closing date for recording sales from the
25th to the last day of the month. This change increased 1956 net
income by an amount of $ ...............
(2) The report should be qualified as to consistency in view of the material
effect of the change on net income. This might be done by stating paren
thetically after the words “in conformity with generally accepted account
ing principles applied” in the standard report the following language:
“except for the change (with which we concur) as explained in Note . . . .
to the financial statements.” This would be followed by the remainder
of the standard report, namely, “on a basis consistent with that of the
preceding year.”
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Solution 3
a. This is a situation in which the bank confirmations are obviously not state
ments of records kept in another institution received from an individual en
tirely disassociated from the accounts which are being examined. However,
all other material examined in relation to the bank accounts has confirmed the
accuracy of the information in these confirmations, and the confirmations have
been made by the bank, which is in itself a responsible financial institution.
Apparently, these confirmations may be accepted as valid.
While under the circumstances some additional check of the amounts might
be possible, about the only additional step that the auditor might take with
respect to the confirmations would be to point out the situation to the head
office of the bank. You might tactfully suggest to the bank officials that for
the bank’s protection they might wish to have the information in the confirma
tions verified by someone from the head office.
b. The following control features may be recommended:
(1) Require two persons to be present when safe deposit box is opened.
(2) Have a depositary other than the cashier’s bank.
(3 ) Have someone other than the treasurer record the serial numbers and de
scriptions of the bonds before they are placed in safekeeping.
(4) Have someone other than the treasurer cut the coupons.
(5) Buy registered bonds and have them registered in the name of the charity.
(6) Have other charity officials make an occasional surprise count.

Solution 4
a. When there is a prior or concurrent understanding that some of the capital
stock will upon issue be donated back to the corporation the par value of the
donated stock issued nominally for the leases may not be treated as part of
the cost of the property to the extent of the amount so donated. If the donated
stock is later sold the proceeds may not be treated as surplus but should be
accounted for as capital.
There remains the amount of $150,000 par value stock as having been
issued for the leases. For balance sheet reporting purposes it is generally ac
cepted as good presentation to state the assets (in this case the leases) at the
net amount of par value stock issued therefor followed by a footnote reference
or parenthetical explanation such as “at values determined by the board of
directors represented by $300,000 par value common stock issued therefor
less $150,000 par value common stock donated to the corporate treasury
concurrently . . . $150,000.”
Disclosure of the prior acquisition (and development history, if any) would
be appropriate and if there is any indication of the use of an exaggerated lease
basis for the capital stock issue, disclosure would be mandatory.
b. Thirty dollars (for capitalized fees). This is for the reason that in a tax-free
transfer of assets to a corporation solely in exchange for its stock the basis of
the assets to the transferee is the same as in the hands of the transferors.
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The principal audit procedures which should be employed would be the fol
lowing:
(1) Examine minutes of the board as to their action on the leases.
(2) Examine the reports of the geologist.
(3) Review or obtain the opinion of the company attorney as to the validity of
the leases and of the assignment of them to the corporation.
(4) Determine the cost of the leases to A and B.
(5) Examine the leases as to their principal provisions.
d. The issue in the present case will require no formal compliance with the securi
ties and exchange laws and regulations but informal filings should be made
through the local office of the Commission. Even where there may be no
regular filing requirements the local offices often prefer that clearance be
made through them for record purposes.
The issue is within the exemption provided for securities of not “over
$300,000.” Also this may be entirely a sale within a state, depending on the
nature of the public offering of the donated stock.

Solution 5
a. Auditing procedures describe the work done by an auditor such as vouching
or scanning. Auditing standards relate to the quality and extent of an auditor’s
work and the manner in which the procedures are to be carried out.
b. There are ten generally accepted auditing standards, as follows:

General Standards
(1) The examination is to be performed by a person or persons having ade
quate technical training and proficiency as an auditor.
(2) In all matters relating to the assignment an independence in mental atti
tude is to be maintained by the auditor or auditors.
(3) Due professional care is to be exercised in the performance of the exami
nation and the preparation of the report.

Standards of Field Work
(1) The work is to be adequately planned, and assistants, if any, are to be
properly supervised.
(2) There is to be a proper study and evaluation of the existing internal con
trol as a basis for reliance thereon and for the determination of the re
sultant extent of the tests to which auditing procedures are to be restricted.
(3) Sufficient competent evidential matter is to be obtained through inspec
tion, observation, inquiries and confirmations to afford a reasonable basis
for an opinion regarding the financial statements under examination.
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Standards of Reporting
(1) The report shall state whether the financial statements are presented in
accordance with generally accepted principles of accounting.
(2) The report shall state whether such principles have been consistently
observed in the current period in relation to the preceding period.
(3) Informative disclosures in the financial statements are to be regarded as
reasonably adequate unless otherwise stated in the report.
(4) The report shall either contain an expression of opinion regarding the
financial statements, taken as a whole, or an assertion to the effect that an
opinion cannot be expressed. When an over-all opinion cannot be ex
pressed, the reasons therefor should be stated. In all cases where an
auditor’s name is associated with financial statements the report should
contain a clear-cut indication of the character of the auditor’s examina
tion, if any, and the degree of responsibility he is taking.
Solution 6
( 1)

( 2)

(3)
(4)
(5)
( 6)

(7)
(8 )

(9)

( 10 )

( 11)

Obtain a copy of the physical inventory instructions and plans prior to the
inventory date and discuss with the client’s representatives, if necessary.
Observe the physical inventory during the inventory taking and make test
checks of the count, listings of sales prices, and the season or age of letters
or codes.
Test the clerical accuracy of the physical inventory, including the summaries.
Trace the adjustments from the physical inventory to the inventory records
and investigate any unusually large adjustments.
Test cut-off with reference to sales and delivery and purchase and receiving
records.
Inquire regarding any consignments-in and see that they are excluded from
inventory figures.
Obtain confirmations of merchandise stored with other parties.
Test check retail inventory records, using purchase and sales invoices and
mark-up, mark-down, and mark-up and mark-down cancellation forms, and
test the clerical accuracy of the records.
Test the calculation of the final accumulated mark-on percentages using
appropriate cost and sales figures, and check the reduction of the inventory
at retail to cost—trace to ledger.
Review the inventory sheets for obsolete and slow-moving items and see
that they are valued properly.
Obtain an inventory certificate.

Solution 7
The American Institute’s committee on auditing procedures, in “Codification of
Statements on Auditing Procedure,” points out that observation of inventories
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where these assets represent a significant proportion of current assets or of the
total assets of a concern is an integral part of generally accepted auditing proce
dures. It cautions that failure to apply this procedure, where it is practicable and
reasonable, in general precludes expression of an opinion on the fairness of the
financial statements as a whole.
However, the committee does point out that “in the rare case in which they
(such procedures) are applicable and are not used and other procedures can be
employed which will enable him (the auditor) to express an opinion, he should, if
the inventories . . . are material in amount, disclose the omission of the procedures
in the general scope paragraph without any qualification in the opinion paragraph
with respect to such omission. In deciding upon the ‘other procedures’ to be em
ployed he must bear in mind that he has the burden of justifying the opinion
expressed.”
a. If you are willing to take the responsibility for substituting your review of the
tax audit findings in place of personal observation of physical inventories, it
would seem—under the second paragraph quoted above— that you could give
an unqualified opinion. In such case, you must state in the “scope paragraph”
of your short-form report the fact that such procedures were omitted but that
you satisfied yourself by other means (the means may be identified specifically)
as to the reasonableness of the inventory quantities. No change is required
in the standard wording of the “opinion paragraph.”
However, even though the above may be permissible, probably most ac
countants would prefer not to rely solely on some outside agency for verifica
tion of so important an item and would insist on being present for at least
part of the inventory taking and on making some test counts.
b. If you omitted the generally accepted procedure of being present at the client’s
taking of inventory and were unable to satisfy yourself by other means of the
accuracy of inventory quantities, you must specifically disclaim an opinion as
to the fairness of the financial statements taken as a whole. In addition to dis
closing the omission in the “scope paragraph,” you must specifically deny an
opinion in the “opinion paragraph,” making reference again to the omission.
The procedure omitted was both “practicable” and “reasonable” under the
circumstances and the nature of the business is such that inventories are prob
ably material in relation to total current assets and total assets.

Solution 8
a. Although an examination of financial position does not contemplate an exam
ination of the income and expense accounts sufficient in scope to enable the
auditor to express an opinion in respect to the statement of income for any
period, an examination of the operations should be made to the extent
necessary to determine that there is no over- or understatement of assets or
liabilities.
(1) Sales account— In support of accounts receivable and inventory, ascer
tain by reference to the shipping records that the sales books were closed
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(2)

(3)

(4)

(5)
(6)

as of the last day of the period, and that no goods shipped after the date
of the balance sheet have been taken into accounts receivable at that date,
and no goods which have been billed are included in the inventory.
Purchases account— Should be examined in relation to inventory to
ascertain that liabilities have been taken up for all goods received and
included in inventory at the balance sheet date.
Interest expense— Should be examined in relation to the corresponding
liability accounts in determination of the correct amounts of principal,
accruals, and deferred charges.
Taxes— Should be examined for all open years to determine that all
liabilities for accruals and past due taxes have been taken up, and that
the amount of deferred charges, if any, are correctly stated.
Legal expense— This account should be examined to furnish evidence
of possible litigation which may involve direct or contingent liabilities.
Maintenance and repair accounts should be examined for the current
year and reviewed for material charges for all prior years to determine
the company’s policy in respect to such charges and to determine that
there are no large charges which should have been capitalized.

b. Although the examination contemplates only the work necessary to enable
the auditor to express an opinion as to the financial position of the company
at the end of the year, it is necessary also to give attention to certain balance
sheet accounts at the beginning of the year. This work is necessary to establish
that the accounting principles followed by the company were in accordance
with generally accepted accounting principles and were consistently followed.
Also, portions of many of the balances in accounts at the year end were
also in the accounts at the beginning of the year. Balance sheet accounts
at the beginning of the year which should be examined include:
(1) Fixed assets and accumulated depreciation accounts— Major additions
and retirements of fixed assets from the inception of the company to
date should be examined to establish their validity; to determine the
basis of valuation, and to establish the company’s policy with respect to
capitalization. The basis of establishing the lives of properties should be
reviewed and the reasonableness of the accumulated depreciation should
be determined.
(2) Investments in securities of affil i a t e d companies— These accounts should
be analyzed from the date the securities were first acquired in order
to determine the basis of valuation and to establish the company’s
policy in respect to maintaining these accounts.
(3) Intangible assets— The accounts should be examined from the date
first acquired in order to determine the basis on which they are carried
in the accounts and company’s policy as to amortization of them.
(4 ) Federal income taxes payable and accrued— The tax returns for all
years subject to examination by the Internal Revenue Service should
be reviewed. Revenue agents’ reports for preceeding years should be
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reviewed as to adjustments required which may have an effect in subse
quent years.
(5) Capital stock account— Should be reviewed from date of inception of
the company to determine the basis of the amount at which carried and
to determine that the company is complying with the laws of the state
of incorporation.
(6) Earned surplus and capital surplus— These accounts should be analyzed
from the date of inception of the company in order to determine the
nature and propriety of the entries in the accounts.

Solution 9
To assist in evaluating the system of internal control the following functional
divisions should be considered: (1) initial employment including rates of pay
and changes; (2) timekeeping; (3) computation of wages, withholdings, and
net pay; (4) preparation of pay envelopes; and (5) distribution of pay envelopes
including the problems incident to unclaimed wages.
An effective system of internal control should include for each functional divi
sion mentioned above: (1) a separation of duties and responsibilities among
office, supervisory, and administrative personnel; (2) the authorization or approval
by a responsible employee of each step in the employment-work-payment cycle;
(3) comparisons and cross checks to ascertain the correctness of the work;
(4) internal auditing procedures such as surprise tests and rotation of personnel;
and (5) the use of mechanical equipment when feasible.
a. In a review of the system of internal control and procedures of the company
relating to payrolls where all payrolls are paid in currency, the following
questions relative to the period being examined should be asked:
(1) To determine the separation of duties and responsibilities for each func
tional division.
What are the names of the employees or outside service organizations
performing the following duties:
(a) Approving additions to payrolls?
(b) Approving changes in rates?
(c) Approving separations from payrolls?
(d) Preparing addition, separation and other change advices?
(e) Keeping individual employment records, including specimen signature
of each employee?
(f) Checking attendance?
(g) Preparing attendance records?
(h) Approving attendance records?
(i) Preparing payrolls?
(j) Checking payrolls (names, time, rates, extensions, and footings)?
(k) Approving payrolls?
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(l) Filling envelopes (or other preparation of cash for distribution)?
(m ) Distributing envelopes (or other prepared cash)?
(n) Holding unclaimed envelopes?
(2) To ascertain that proper authorization or approval of a responsible em
ployee is obtained for each step in the employment-work-payment cycle.
(a) Are change advice forms approved by a responsible person and
safeguarded against loss or misuse?
(b) Are attendance records and payrolls approved by resonsible persons?
(c) Are prepared job time tickets approved by a foreman?
(3) To ascertain that appropriate cross checks and comparisons are present.
(a) Are approved job time tickets reconciled with work timecards?
(b) Is there an independent proof of payroll totals, such as by compari
son with labor distribution totals computed from original job time
tickets by persons not participating in the preparation of payrolls?
(c) Is the distribution of charges from payrolls to cost, expense, and
other accounts made systematically and checked by a responsible
person? Describe the procedure.
(d) Are there checks by a responsible person over payroll deductions
for (1) wage and salary advances, (2) income, social security
and other taxes, and (3) insurance, dues, U.S. savings bonds, etc.?
How?
(e) Are gross earnings shown on payrolls reconciled with earnings re
ported to taxing authorities?
(f) Does the person who disburses the payrolls make sure that he has
all the pertinent envelopes? How?
(g) Does the person who fills the pay envelopes (or prepares the cash
for distribution) make sure that he has the correct amount? How?
(h) Are receipts or signatures obtained from employees as envelopes
are distributed and compared with signatures in employment records?
(4) To ascertain that internal audit procedures are utilized.
(a) Are the payrolls taken over or observed occasionally by an inde
pendent person?
(b) Are the persons who fill the envelopes rotated? Within the depart
ment? From other departments?
(c) Are tests made of the safeguards over filled envelopes prior to
distribution?
(d) What are the procedures for handling unclaimed wages and salaries?
(5) To determine the extent and ways in which mechanical equipment is used.
(a) What equipment is used for time cards?
(b) How are computations made and proved?
b. The answers to the detailed questions above would enable the auditor to
evaluate the effectiveness of internal control considering the criteria outlined
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in the first two paragraphs. (These are: separation, approval, cross checks,
internal audit, and mechanical devices as applied to each functional division.)
In making this evaluation, the auditor should seek answers to the following
questions:
(1) Are payroll changes controlled?
(2) Are attendance records controlled?
(3) Are payroll records prepared by persons who do not have access to
cash and have no other payroll duties?
(4) Is the preparation of pay envelopes controlled?
(5) Are payrolls disbursed by some person other than the one who prepares
them or upon whose records or authority they are based?
(6) Are there safeguards in the distribution of pay envelopes?
(7) Are unclaimed wages and salaries controlled?
If the answers are satisfactory, the internal control may be deemed to be
effective. If they are unsatisfactory, however, the internal control is to some
extent ineffective, and the deficiences involved should be called to manage
ment’s attention for correction.
Finally, these questions and their answers will determine the nature of
the audit program and the extent of the tests applied in the audit of the
payrolls.

Commercial Law
November 8, 1957; 9 a.m. to 12:30 p.m.

Solution 1
a. (1) Any aff irmation of fact or any promise by the seller relating to the goods
is an express warranty if the natural tendency of such affirmation or
promise is to induce the buyer to purchase the goods, and if the buyer
purchases the goods relying thereon.
(2) “Specific goods” means goods identified and agreed upon at the time a
contract to sell or a sale is made.
(3) The unpaid seller’s lien is the right of an unpaid seller of goods who is
in possession of them to retain possession of them until payment or
tender of the price.
b. Where the buyer (1) makes known to the seller the particular purpose for
which the goods are required, and (2) it appears that the buyer relies on the
seller’s skill or judgment, an implied warranty of fitness for a particular pur
pose arises.

Solution 2
(1) The note has now run six years and two months from maturity. Since action
on promissory notes is subject to statutes of limitations, which are usually
for six years, action may be barred by the statute. The company might try
to revive the note by securing a renewal, or by securing a partial payment,
or by obtaining a written acknowledgement of the debt indicating a new
promise to pay.
(2) Without the indorsement of Jones, the X Co. would have no right of action
on the note. An effort should be made to have Jones indorse the note, or as
a minimum, to assign it to X Co.
(3) The maker might have a defense if he could prove that the statute of lim
itations had run since the actual issue date. If this is the situation, the same
steps as proposed in (1) above should be taken. An undated instrument
is not invalid. The actual issue date can be filled in by the holder.
(4) The restrictive indorsement would make the holder B’s agent to see that
the proceeds were deposited in a bank to the credit of B. The funds would
not be available to X Co. X Co. should have B reindorse the note without
qualification.
(5) “Without recourse” means only that such an indorser does not undertake
to guarantee the credit of any prior party, here, the maker. If credit of
the maker is good, “without recourse” would have no practical effect in
this case.
74
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S o lu tio n 3

a. Such a contract is one where the performance of the promise made will benefit
some person other than the promisee.
A third party beneficiary obtains enforceable rights if the parties to the con
tract entered into it with the intention of directly benefiting the third party.
A third party beneficiary acquires no legal rights under a contract if it has
been entered into by the promisee for his own benefit and without an inten
tion of benefiting a third person. Such a third party beneficiary is called an
incidental beneficiary since the contract was not really made for his direct
benefit.
c. A creditor beneficiary is a creditor of the promisee whose obligation will be
discharged by the promisor’s performance of his promise. A donee beneficiary
is a person to whom there is no duty owed and as to whom performance of
the promise is a gift. The beneficiary of a life insurance contract is such a
beneficiary.

Solution 4
a. Yes. While the right of inspection is personal to a stockholder, he may employ
a skilled agent, attorney or accountant to make the inspection for him, if his
motive is a lawful one and if the demand is made at a reasonable time and
place. Otherwise, in many cases, the possession of the right of inspection would
be of no value because of the stockholder’s lack of suff i cient knowledge to
exercise the right effectively. The right to make memorandums, abstracts, and
copies of the contents of corporate records is an incident to the right of
inspection essential to an advantageous exercise of that right.
b. When the transfer of his stock is recorded on the books of the corporation.
c. Four ways are: (1) by purchase; (2) by merger; (3) by consolidation; and
(4) by reorganization.
d. The transaction cannot (1) be contrary to corporate charter or to law; (2)
violate public policy; and (3) be in fraud of creditors.
e. A consolidation involves the creation of a new corporation. The corporations
which it succeeds as to activities and operations cease to exist. A merger in
volves the continuance of the existence of one of the corporations involved
and the absorption by it of the other corporations in the merger.

Solution 5
a. Presentment must be made (1) by the holder, or by some person authorized
to receive payment on his behalf, (2) at a reasonable hour on a business day,
(3) at a proper place, and (4) to the person primarily liable on the instru
ment, or, if he is absent or inaccessible, to any person found at the place where
the presentment is made.
b. Where (1) after the exercise of reasonable diligence presentment as required
by law cannot be made, (2) the drawee is a fictitious person, and (3) where

76

Answers

there is waiver of presentment, express or implied,
c. In any of the following cases: (1) where the drawer and drawee are the same
person, (2) when the drawee is a fictitious person or a person not having
capacity to contract, (3) when the drawer is the person to whom the instru
ment is presented for payment, (4) where the drawer has no right to expect
or require that the drawee or acceptor will honor the instrument, and (5)
where the drawer has countermanded payment.

Solution 6
a. Yes. Each partner is a “general agent” for the partnership. Where a partner
acting within the scope of his apparent authority receives money or property
of a third person and misapplies it, the partnership is bound to make good the
loss. In this case the partner was acting within the scope of his apparent
authority and the firm would be liable.
b. No, not as an absolute matter. Paragraph 4 of Section 7 of the Uniform Part
nership Act states that the receipt by a person of a share of the profits of a
business is prima facie evidence that he is a partner in the business, but no
such inference shall be drawn if such payments were received in payment
(subparagraph b) as wages of an employee.
In this case there is no proprietary interest or sharing in losses, thus in
dicating an employer-employee relationship. However there is no fixed mini
mum salary which an employee might normally have, although there is a
fixed amount of drawings. As between the firm and Chandler there is no
partnership status. It might be different as to third parties. Chandler’s actions
will have a bearing on that. If he is serving in a managerial position and if
he permits the impression to exist that he is a partner, he will be estopped
from denying the partnership relationship.
Solution 7
a. No, unless there is an express agreement to the contrary. The leading case on
this point is Ipswich Mills v. Dillon et al., 260 Mass. 453, decided in 1927
in which the court ruled that the ownership of working papers prepared by the
accountant is in the accountant. The court held that the accountant was an
independent contractor engaged in professional work. The working papers
were merely the means by which his work was accomplished. Since then such
ownership has been established by statute in Arizona, California, Florida,
Hawaii, Kentucky, Missouri, Nebraska, New Hampshire, Oregon, Pennsylvania,
Tennessee, Virginia, Washington, and Puerto Rico.
b. It seems that Day would not have the right to turn over working papers to
Knight without the consent of the clients involved, and especially over their
objection. There is a confidential relationship generally recognized between the
client and his accountant which would be violated by such transfer. The Ipswich
Mills case did not hold that the accountant’s right in the working papers was
absolute.
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An accountant’s ownership of working papers appears to be always subject
to his obligation to treat the contents of working papers as confidential. Prob
ably they cannot be transferred freely without express consent of clients. In
1936 the Surrogate’s Court of New York County held in Estate of William H.
Dennis that, as to office records bequeathed by an accountant, nonconfidential
records would pass as bequeathed but working papers and other records of a
confidential nature must be returned to clients or, if that proved impossible,
destroyed. In May 1949 the committee on professional ethics of the American
Institute of Certified Public Accountants ruled that in no event has a practi
tioner disposing of his practice a right to transfer working papers without first
obtaining the client’s permission to do so. Further, Doty’s refusal to accept
Knight as his accountant seems to bar transfer of the papers to him.

Solution 8
a. The Federal Trade Commission is empowered to prevent persons, partnerships
and corporations, except banks and common carriers, from using unfair methods
of competition in commerce.
b. A “cease and desist” order is an order by the Federal Trade Commission
directing that specified unlawful practices shall cease which the Commission
issues in proceedings where the Commission has issued a complaint, an answer
has been filed, a hearing has been held, testimony has been taken, arguments
have been presented, and the Commission has ruled the complaint is justified.
c. Price-fixing is horizontal when the price-fixing is by agreement between persons
performing similar economic functions, such as manufacturers or distributors.
Price-fixing is vertical when it is by agreement between a manufacturer and
his distributor, a distributor and his dealer, and so on (agreement between
different levels in the process of distribution).
Vertical price-fixing is generally exempted by fair-trade statutes and is ex
empted from the operation of the general anti-trust laws. Horizontal price
fixing may be considered in restraint of trade, and as such is illegal.

Solution 9
a. Yes, as a general rule. The loan having already been made, it could not be
present consideration for the promise of the guarantor. Past consideration
being invalid, there would have to be separate and current consideration for
Reid’s promise. However, some states provide by statute that a written promise
based on past consideration is binding.
b. No. When a person agrees to be a guarantor at the time the debtor borrows
the money, the loan by the creditor is sufficient consideration both for the
promise of the principal to repay and for the promise of the guarantor to
answer for the debt.
c. No, because Brown is a surety and not a guarantor. The Statute of Frauds pro
vides that a promise to answer for the debt or default of another must be in
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writing. This provision is held to apply only to promises of guarantors. They
promise to answer for the debt of another and so assume a secondary or col
lateral liability. The provision does not apply to promise of sureties. They
promise to pay the debt of another and thereby assume an original and pri
mary liability.

Solution 10
a. No. Destruction of the houses made performance of the contract impossible
and excused performance by all parties. The parties did not contract as to
any subsequent matter. Roberts thus had a right to do as he pleased with his
lots and the other parties had no interest in them or in the proceeds of any
sale thereof.
b. No. Performance is excused by the destruction of any subject matter essential
to the completion of a contract. The houses were essential and all were
destroyed.
c. No. Evans would be liable. Roberts and Porter, in exchange for Evans’ promise
to exercise his option, made promises to do certain things. While they could
not perform their promises until and unless Evans performed his promise to
exercise his option, and their promises were, therefore, conditioned upon his
performance, their promises so conditioned constituted sufficient consideration
for the contract. Evans’ failure to perform breached it. Where promises are
exchanged, one or both of them may be conditional, and the condition of a
promise may never happen. In that event the promisor will not violate his
promise if he does nothing, and this alone does not prevent the promise from
being sufficient consideration.

Solution 11
a. Fish’s claim is not valid. Indorsers are liable prima facie in the order in which
they indorse. (Section 68, Uniform Negotiable Instruments Act.) But where
a person not otherwise a party to the instrument places thereon before de
livery his signature in blank for the accommodation of the payee he is liable
to all parties subsequent to the payee. (Par. 3, Section 64 of the Act.)
b. Reade’s claim is valid. Indorsers are liable prima facie in the order in which
they indorse, but evidence is admissible to show that as between or among
themselves they have agreed otherwise. (Section 68, Uniform Negotiable In
struments Act.)
c. Cavanagh’s contention is not valid. Under his warranty as an indorser he
cannot set up actual incapacity of the maker against a subsequent holder in
due course even where such incapacity is a real defense. Section 66 of the
Uniform Negotiable Instruments Act provides that every indorser who in
dorses without qualification warrants certain things to all subsequent holders
in due course. One of the things he warrants thereunder is that all prior parties
had capacity to contract. He is therefore precluded by his warranty from setting
up incapacity to contract even in cases where it is a real defense.

Theory of Accounts
November 8, 1957; 1:30 p.m. to 5 p.m.

Solution 1
a. In an installment sale, income may be taken up in proportion to cash collec
tions; income may be recognized at the time of sale; or income recognition
may be deferred until all cost has been recovered.
The first of these methods recognizes each collection as a return of cost and
realization of profit. This treatment may result in a better determination of
income as between periods, especially where substantial costs of collection or
record keeping are incurred which are applicable to the sales of prior years.
Under this method $67 would be recorded as income in 1956.
If installment transactions are not very frequent or material, repossessions
are infrequent, and handling costs are small, the total gross profit of $200
may be included in current operations for 1956.
If repossessions are frequent and involve losses, collections may be applied
first to a recovery of cost, and second, to income. Under this method no
income would be recognized in 1956.
b.
Repossessed merchandise
Deferred gross profit—1956
Loss on repossessions
Installment accounts receivable—1956

$ 50
92
133

$275

While merchandise is ordinarily recorded at cost, there is no significant cost
figure in such cases. The uncollected portion of the receivable is not cost in
the accepted sense. While an “unrecovered cost” might be computed as $75
(cost of original set less $325 cash collected), such a cost is not significant.
Therefore, it is customary to record repossessed merchandise at its net
realizable value reduced by reconditioning cost and a normal profit margin,
or at wholesale prices, where there is such a market for used merchandise.
After writing off the balance of deferred profit, the loss is then recorded as
a “bad debt.”

Solution 2
In general, the inclusion of the $2,000 as part of the cost of the machine is
justified because the primary purpose in accounting for fixed asset costs is to
secure an equitable allocation of incurred costs over the period of time when the
benefits are being received from the use of the assets. These costs— both the
$10,000 and the $2,000— are much like prepaid expenses, to be matched against
the revenue emerging through their use. The purpose of accounting for fixed assets
then is not primarily aimed at securing sound valuation of the asset for balance
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sheet purposes, but proper determination of net income through matching of in
curred costs with revenue resulting from use of the assets.
1. It may be true that these installation costs could not be recovered if the ma
chine were to be sold. This is not important, however, because presumably
the machine was acquired to be used, not to be sold. Assuming approxi
mately equal utilization of the machine in each of the ten years, the owner
properly could allocate $1,200 (10% of $12,000) against each year’s opera
tions. If the owner’s suggestion was followed, the first year would be charged
with $3,000 ($2,000 plus 10% of $10,000), and the following nine years
with $1,000 per year, hence overstating expenses by $1,800 the first year, and
understating expenses by $200 per year for the succeeding nine years. This
could hardly be defended as proper matching of costs and revenue.
2. Again, the purpose of accounting for fixed assets is not to arrive at an ap
proximation of current value of the assets each year over the life of the assets.
However, even if this were an objective, the question of which method would
come closer to stating current market value at some later date would revolve
around the general trend of the price level over the years involved.
3. Two factors are involved here. First, the $2,000 is not a proper deduction
under federal income tax regulations. If it were deducted in the year of acqui
sition, and a correction were made in a later year on review of the return,
an additional tax plus interest would have to be paid. In the second place, even
if the $2,000 could properly be deducted, there would be no total tax saving
over the years unless the tax rates applicable to the business were reduced
during the following years. If the rates increased, there would be an increase in
total taxes, due to higher rates applicable during the period when depreciation
deductions would be reduced.

Solution 3
a. If the commitment is in excess of normal requirements there should be a foot
note in the balance sheet stating the nature and extent of the commitment. A
footnote is needed in such cases because the drain on working capital in the
ensuing period will be greater than normal. If the commitment is for normal
requirements such a footnote would not be essential. Contracts or commit
ments for normal quantities of materials are presumed to exist in all going
businesses, so that disclosure is needed only as to abnormal situations.
b. The drop in the market price of the commitment should be charged to opera
tions in the curren t year if it is material in amount. The following entry would
be made:
Loss from market decline in purchase
commitments
Estimated liability for market decline
in purchase commitments

$15,000
$15,000

The entry is made because a loss in utility has occurred during the period
in which the market decline took place. The account debited in the above
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entry should be included among the current liabilities on the balance sheet,
with appropriate footnote indicating the nature and extent of the commitment.
This liability indicates the minimum obligation on the commitment contract at
the present time—the amount that would have to be forfeited in case of
breach of contract,
c. Assuming the $15,000 market decline entry was made on December 31, 1956,
as indicated in (b ), the entry when the materials are received in January 1957
would be:
Raw materials
Estimated liability for market decline
on purchase commitments
Accounts payable

$85,000
15,000

$100,000

This entry sets up the raw materials at the adjusted amount, eliminates the
$15,000 liability set up at December 31, 1956, and records the contractual
liability for the purchase. This permits operations to be charged this year with
the $85,000, the other $15,000 of the cost having been charged to operations
in 1956.

Solution 4
a. Problems arise both from the revenue side and from the cost side. There
sometimes may be doubt as to the amount of revenue under our common
rules of revenue recognition. However, the more difficult problem is the de
termination of costs expired in the production of revenue. During a single
fiscal period it often is difficult to determine the expiration of certain costs
which may benefit several periods. Business is continuous and estimates have
to be made of the future if we are to accurately assign costs between fiscal
periods. Examples of items which present serious obstacles include such items
as institutional advertising and organization expense.
b. The accountant has established certain rules for handling revenue and cost
which he applies consistently and in a systematic manner. As between periods,
application of these rules generally results in a satisfactory matching of costs
and revenues unless there are large changes from one period to another. These
rules, influenced by conservatism in the face of the uncertainties involved, tend
to charge costs against revenues earlier than might be ideally desirable if we
had more knowledge of the future.
Costs or expenses of the types mentioned in (a ), of their very nature, defy
any attempt to relate them to gross income of a specific period or periods.
Although it is known that institutional advertising will yield benefits beyond
the present, both the amount of such benefits and when they will be enjoyed
are shrouded in uncertainty. The degree of certainty with which their time
distribution can be forecast is so small and the results, therefore, so unreliable
that the accountant writes them off as applicable to the period or periods in
which the expense was incurred.
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S o lu tio n 5

a. The retail method is a statistical procedure based on averages whereby inven
tory figures at retail are reduced to an inventory valuation figure by multi
plying the retail figures by a percentage which is the complement of the mark-up
per cent.
To determine the mark-up per cent, original mark-ons and additional net
mark-ups are related to the original cost. The mark-up per cent so determined
is then applied to the inventory at retail after the latter has been reduced by
net mark-downs thus in effect achieving a lower of cost or market valuation.
An example of reduction to market follows:
Assume purchase of 100 items at $1 each, marked to sell at $1.50 each at
which price 80 were sold. The remaining 20 are marked down to $1.15 each.
Computation of inventory would be as shown below.
The inventory at $15.33 is $4.67 below original cost and is valued at an
amount which will produce the “normal” 33 1/3% gross profit if sold at
present retail price.
b. The validity of the retail method is dependent upon (1) the composition of
the inventory remaining approximately the same at the end of the period as it
was during the period, and (2) there should be approximately the same rate
of mark-on at the end of the year as was used throughout the period.
The retail method, though ordinarily applied on a departmental basis, may
be appropriate for the business as a unit if the above conditions are met.

Computation of Inventory
Cost
Mark-on
$50
80 @ $1.50
20 @ $ .35

Units

Per Unit

Amount

100

$ 1.00

$100

Sales
Mark-down
Total
Inventory at retail
Reduced to lower of cost or market
(66 2/3% )

Retail
$150

%

33 1/3%

$120

7
$127
$ 23

$ 15.33

Solution 6
a. According to Accounting Research Bulletin No. 43, Chapter 7, Section B, a
stock dividend, which is so small as not to change the market price of the
stock outstanding, should be accounted for by transferring from retained earn
ings to permanent capitalization an amount equal to the fair value of the addi
tional shares issued. Their reasoning is that many recipients of stock dividends
look upon the stock dividend as distribution of corporate earnings and usually
in an amount equivalent to the fair value of the additional shares received.
Considerable judgment is involved as to what size dividend would be large
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enough to materially affect the market price. The A R B suggests that in the
usual circumstances 20-25 per cent of the number of shares previously is
sued would not materially affect the market price. In the case at hand, an 8
per cent dividend is evidently not considered “material.”
b. The error in terminology in the statement is this: The $3,690,000 common
stock dividend can not be transferred to Stockholders’ Equity. It is a part of
the Stockholders’ Equity, which consists of two parts: Capital Stock and
Earnings Employed in the Business. The statement should be that the
$3,690,000 was transferred from Earnings Employed in the Business (Retained
Earnings) to the Capital Stock and paid-in surplus accounts.
The capitalization of part of the Retained Earnings (Earnings Employed in
the Business) does not affect the total Stockholders’ Equity. It merely re
duces the retained earnings and increases the capital accounts, which together
equal the Stockholders’ Equity.

Solution 7
Dear Sir:
From a study of the manufacturing operations of Martin Co., it is my recom
mendation that in distributing its manufacturing overhead, the company use nor
mal departmental overhead rates applied as percentages of the direct labor cost.
The company should use normal rather than actual overhead rates because
of the wide seasonal fluctuations in its business. Using actual rates would, owing
to the large fixed overhead expenses, make the per unit overhead costs high in
the low production periods and low in the high production periods. Using normal
rates, the per unit overhead costs would be level the year around. For both quoting
prices and pricing inventories, per unit costs neither inflated by the expenses of
available but unused factory facilities nor deflated by the profits of overtime use
of the factory facilities are best.
The company should use departmental overhead rates and because the rates
obviously vary so markedly as between the departments. If a blanket rate were
used as an average rate, it would not be correct for any department. Since for
Martin Co., overhead is a large part of factory cost, the inaccuracy in the per
unit costs caused by the use of an average rate would be material. If all the
products made used all the departments proportionately, an average rate would
result in substantially accurate total (but not the departmental) unit overhead
costs. However, in Martin Co., the products do not use all the departments
proportionately.
Since the wage rates are substantially uniform within the separate departments,
the labor costs in each department are closely proportionate to the labor time.
Therefore, the per cent of direct labor cost method of distributing the factory
overhead would in this case effect about as accurate a distribution as would the
rate per direct labor hour method. The clerical expense of the per cent of direct
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labor cost method would be low because the method does not require accumula
tion of the number of direct labor hours applicable to each job.
The per cent of prime cost method of overhead application is not recommended
because of the wide differences in the costs of the materials that may be used
to make a given lamp or fixture. Factory overhead is the cost of factory facilities.
The factory facilities applied to make a lamp of silver are not more than those
used to make the same lamp of copper. For this reason the use of prime cost
(since it includes materials cost) would result in an excessive charge to lamps
using expensive materials.
Very truly yours,

Solution 8
a. The payment apparently includes interest at 4 per cent which would amount
to $2,250 on $75,000 for nine months. If the client were on an accrual basis,
this would not affect the interest income to be reported for the year. If he
were on the cash basis, acceptance of the check before the due date would
cause interest income to be included in the year of receipt which would be
taxable in the next year if collection was made on January 1. The chief con
sequence would be the elimination of the right of your client to report the
income on an installment basis since the total collected in the year of sale
would be more than 30 per cent. The loss of the installment privilege could
be unfortunate. Although there may be an exceptional taxpayer who could
anticipate such large incomes in future years that he would not wish to defer
income, the average taxpayer would receive a benefit through spreading the
income with a consequent reduction in the top tax brackets and over-all tax.
b. A capital loss carryover of $20,000 will not be available to Mr. B after 1957.
Of an original capital loss of $26,000, $1,000 was used in 1952, the year of
loss, to reduce ordinary income; $1,000 was claimed in each of the four years,
1953 through 1956; and $1,000 can be used in 1957. If it can be assumed
that this stock is traded actively on the exchange, Mr. B can sell 200 of his
300 shares, thus receiving a profit of about $20,000 subject to slight variations
due to market changes and brokerage commissions. The gain on the sale will
absorb the capital loss carryover— at least approximately. The stock can be
repurchased on the next trades since there is no required waiting period after
the realization of profits. The newly acquired stock will have an increased
basis of about $20,000 with a large resultant tax benefit should Mr. B later
decide to dispose of his stock.
c. The marital deduction of one-half of the gross estate and the $60,000 estate
tax exemption will eliminate the federal estate tax if Mrs. C survives her
husband. In the next transfer, though, assuming that Mrs. C does not remarry,
there will be no marital deduction. This problem could be corrected through
leaving half of the estate to the daughter in the will. Also, a possibility would
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be to create a properly valued life estate for the wife with the remainder
interest to the daughter upon death of the wife. Both transfers would thus be
nontaxable assuming that both the method of tax computation and the size
of the estate remain unchanged over the intervals of time.
If the husband should be the survivor, the loss of his wife would cut off his
marital exemption. Although the necessity for estate planning may not seem
as urgent in estates of this size as in those much larger, there could be a good
opportunity here for profitable planning through the maximum nontaxable
gift to the wife— or at least gifts of some amounts— which could be in turn
left by the wife to her daughter through her will.
(1) XY Corporation should make the following entry for the dividend:
Retained earnings
Stock investment

$10,800
$10,800

The applicable general rule is that a distribution of property other than
cash (stocks of another corporation in this case) by a corporation de
creases earnings and profits available for dividends by the amount of
the basis of the distributed property. This rule applies whether the prop
erty has appreciated or depreciated in value. In this case, the basis of
the property is the cost of $10,800 and this amount should be charged
to retained earnings. This entry also properly reflects the transaction
under general accounting rules.
(2) Jones should include 8/12 ($80,000/120,000) of the proceeds, or
$8,000, in his tax return as dividend income. The remaining $4,000 should
be applied as an adjustment of the basis of his investment in the stock of
XY Corporation, giving it an adjusted basis of $16,000.
The applicable rules are, first, that the amount of a distribution of the
stock of another corporation is the fair market value of the stock at the
date of distribution. Second, that the portion of the distribution which
is a dividend shall be included in gross income, and that portion which
is not a dividend shall be applied against and reduce the adjusted basis
of the stockholders’ investment in the stock of the corporation which
made the distribution. Third, any distribution of property is made out of
earnings and profits, to the extent thereof, in the amount of the fair
market value of the distributed property; while the excess of such fair
market value, if any, reduces the basis of the stockholders’ investment
in the stock of the distributing corporation. There is no relationship
between the tax bases to the corporation and to the taxpayer.
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e.
Salary
Long-term gains
Less nonbusiness bad debt which is treated as
short-term capital loss
V2 of this is taxable
Dividends—U. S. Steel
Less amount excluded
Adjusted gross income
Standard deduction—which is larger than actual
Personal exemptions
Income tax subject to tax

$2,000

$ 12,000

1,000
$ 1,000

$ 700
50

500
$ 650
$13,150
1,000

$12,150
600
$11,550

Tax when computed will have the special credit given for dividend income.

Solution 9
The statement of the Enak Manufacturing Co., Inc., may be criticized adversely
as follows:
(1) It is undated.
(2) The major criticism should be leveled at the statement’s failure to accomplish
clearly its stated purpose: to explain the net change in working capital. No
where in the statement does the item which it seeks to explain appear. Of
course, the reader can determine by a separate computation the amount of
net change if he is sufficiently familiar with classification principles to iden
tify the current asset and current liability changes. However, it is part of
the accountant’s responsibility in preparing statements to make them as
readily understandable as is feasible; and appropriate statement classifica
tion is part of that process.
A similar form of statement is sometimes prepared to show the reasons
for changes in cash, but this statement is not organized to clearly do that and
it is not properly described if that is its purpose.
All of the components of the net change in working capital (changes in cur
ent assets and current liabilities) should be removed to a separate computation
— either as a subsidiary part of this statement or, more commonly, as a support
ing schedule. This supporting schedule usually shows the opening and closing
balances and the period’s change for each working capital component, or
group of components, as well as the resulting net change in working capital.
This net change would be substituted in the major statement for the detail
changes, either as the balancing item (if the statement is in “balance” form)
or as the statement result (if the statement is in “report” form ), and would
be the item which the noncurrent changes in the statement are intended to
explain. In the Enak statement, the items to be removed to a separate com
putation are:
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Cash on hand and in banks
Postal stamps
Accounts receivable—trade
Notes receivable—trade
to the extent that they are “current”
Inventories
Marketable securities
Prepaid expense
Reduction in current liabilities
In preparing the supporting schedule, consideration should be given to
whether some items could be combined or require separate display. For
example, the $20 change in Postal stamps is so immaterial as to make sep
arate display seem unwarranted; however, the opening and closing balances
may not be immaterial.
(3) Knowledge of the construction of “funds” statements in general and the
existence of certain data indicate the probability that certain fund-statement
“adjustments” of net income have been omitted. The parenthetical phrase
relating to “funds obtained from operations” indicates that such adjustments
have not been made in a separate, supporting schedule, as is sometimes
done. Evidently the statement was prepared from the comparative balance
sheets without making the customary adjustments.
The “funds” statement should contain only items which affected working
capital. Net income generally is a source of working capital, but usually
some items which had no effect on working capital affect the determination
of net income. Such items, therefore, must be excluded from net income as
a source of funds. The exclusion is usually accomplished by adding back to
net income in the “funds” statement those “non-fund” charges which reduced,
and deducting those which increased, the net income.
(a) Since there are fixed assets, depreciation presumably was taken and
should be added back to net income.
(b) The existence of patents suggests that amortization of cost was probably
recorded and should be added back for this purpose.
(c) The existence of bonds payable indicates the possibility that bond dis
count and expense or bond premium has been amortized during the
period. If so, the former should be added back or the latter deducted.
(4) The fact that there is reported a ''net increase in fixed assets” suggests that
there may have been retirement or sale of fixed assets (unless the “net in
crease” results solely from additions to fixed assets vs. an increase in
accumulated depreciation). Our inability to determine the facts from the
statement suggests that the caption is inadequate and argues for more ade
quate disclosure. Proceeds from sale, if any, would be shown better under
“sources,” with expenditures of working capital for fixed assets under “ap
plications.”
Also, if there was a sale, any resulting gain or loss may require an adjust
ment of the net income amount, depending on the treatment of the proceeds
and on the “fund” or “non-fund” nature of the transaction.
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(5) It may be apparent that the $10,000 and $20,000 items in “sources” arose
from the sale of common stock above either par or stated value. However,
it would be clearer to the general reader if the items were restated somewhat
as follows:
“Proceeds from sale of common shares, $30,000.” The break-down between
capital stock accounts and surplus is optional, but it is probably of no sig
nificance to the user of the statement.
(6) The inclusion of “Declaration of stock dividends (not yet issued)” as an
item in “applications”— particularly since the statement is in balance— sug
gests that the corporation has set up a current liability for dividends to be
“paid” in stock. This is not generally accepted accounting treatment, since
the obligation will not be satisfied from assets. The effect on the net change
in working capital of removal of this item from the statement will be offset
by a $27,400 increase in the “reduction in current liabilities” item.

Answers to Exam inations, May 1958
Accounting Practice—Part I
May 14, 1958; 1:30 to 6 p.m.
Solution 1
a.

X and Y
Schedule of Ordinary Income
Year 1957

Sales
Cost of sales:
Purchases
Less: Inventory at end oftaxable year
Gross profit
Less: Operating expenses:
Advertising
Insurance
Laundry
Legal and Audit
Licenses and taxes
Printing
Repairs and maintenance
Rent
Utilities
Salaries and wages
Miscellaneous expense
Dishes, expense
Depreciation:
Tables, chairs, rugs, etc.(10% of$8,000)
Kitchen equipment (10% of$12,000)
Write-off of leasehold improvements(10% of $3,500)
Net Income
b.
1.
2.
3.
4.
5.
6.
7.
8.

$95,000
$30,000
40029,600
$65,400
5,000
150
1,500
1,200
300
1,000
2,700
3,600
1,200
35,000
1,200
500
800
1,200

35055,700
$ 9,700

Partners’ Shares of Income Credits and Deductions
X
Y
Total
100%
100%
$9,700
$4,850
$4,850
(200)
(100)
(100)
700
350
350
50
100
50
300
150
150
4,850
9,700
4,850
The contribution to National League of Women Voters is not an allowable
deduction because the purpose of the organization is solely to increase political
power of women. This would appear in Schedule M on a partnership return.
Name
Time devoted to business
Ordinary income
Net short-term capital loss
Net long-term capital gain
Qualifying dividends
Charitable contributions
Self-employment income
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Fully pledged assets:

$255,900

15,000
1,200

Estimated amount available
Liabilities with priority
Estimated amount available to
unsecured creditors
Estimated deficiency

Free assets:
Cash in First Bank
A ccounts receivable (n et)
Raw materials
Required to com plete work
in process
$ 3,000
Balance to realize
5,000
W ork in process
Value after com pletion 23,200
Less: Costs to complete:
Raw material
3,000
Labor & other costs
6,000
Total
9,000
Finished goods
Prepaid insurance
Trustees’ fees
Assets from Story
14,200
12,000

127,500
6,300
$133,800

131,500
4,000

2,800

_____ 600

14,200
12,000

8,000

8,000

1,900
8,000
84,000

$

8,000
84,000

Partly pledged assets:
Cash—Second Bank
$12,000
Less: N ote and interest payable 10,100

3,000
2,000
$26,000
------------

21,000

5,800
3,000
1,200
(600)
(2,800)

1,000

12,000

$41,600 (1,600)

$ 3,000

(G ain )
L oss

April 15, 1958

1,975

17,725

900
125,700

6,400

50,000
500

40,000
400
1,200

10,000
100

200

800

$255,900

$

Book
Value

Loss absorbed by:
Partners
Creditors

Other Losses and Expenses:
Administration
N otes receivable discounted
19,700
6,300
$26,000

6,400
5,000

$50,000
500
50,500

Adam s— Capital ($15,975 + $1,750 =
$17,725)
Story— Capital

Contingent liabilities:
N otes receivable discounted

Unsecured creditors:
W ages payable
A ccounts payable

Equipment contract payable
Less: Machinery and equipment

Less: Security (N otes &
Interest rec.)

Partly secured creditors:
N otes payable
Interest payable
Total

$40,000
400
1,200
$41,600

$10,000
100
$10,100

Fully secured creditors:
N ote payable— Second Bank
Interest payable
Deducted contra
M ortgage payable
Interest payable
Real estate taxes
Deducted contra

800
200
$ 4,000

$ 3,000

Liabilities with priority:
Administrative expenses
W ages payable (Burke $600 +
Com m ission $200)
Payroll taxes
D educted contra

1,400

$3,800

$133,800

2,000

900
125,700

46,700

A m ount
Unsecured

A nswers

20,000

8,000
96 ,000
9 ,000

12,000

$41,600

Land
Building (n et)
Less: M ortgage, Interest, and
Taxes payable

12,000
28,000

$46,000
700
$46,700

Machinery and equipment (n et) $ 5,000
Deducted contra
________

N otes receivable
Interest receivable
Deducted contra

A p praised
Value

E stim ated
A m ou n t
A vailable

ADAMS STORY PARTNERSHIP— Statement of Affairs

8 ,000

$ 46,000
700

B oo k
Value

Solution 2
90
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ADAMS-STORY PARTNERSHIP
Statement of Estimated Amount Available to Creditors
April 15, 1958
To creditors with priority:
Administrative expenses
Wages payable

100%
100%
95.3%
100%

$ 3,000
$800
900
200

Payroll taxes
To fully secured creditors:
Note payable—Second Bank
Interest payable—Second Bank
Mortgage payable
Interest on mortgage
Real estate taxes
Partly secured creditors:
Note payable
Interest payable
Total
Less security

10,000
100
$ 40,000
400
1,200

Equipment contract payable
Less security
Unsecured creditors:
Accounts payable
Contingent liabilities:
Note receivable discounted
Total*

$ 3,000
1,658
200

100%

10,100

100%

41,600

$ 50,000
500
$ 50,500
46,700
$ 3,800
$ 6,400
5,000
1,400

100%
95.3%

50,321

100%
95.3%

6,334

$125,700

95.3%

119,792

2,000

95.3%

1,906
$234,911

*Eleven dollar excess due to rounding per cent decimal to one place.

Solution 3
THE APPLIANCE BUSINESS
Summary of Budgeted Receipts, Disbursements, and Additional Cash
Investments for the Six-Month Period Ending June 30, 1958
Minimum balance
Cash receipts
Total
Cash disbursements
Difference
Minimum balance
Additional cash
investment

J

F

M

A

M

J

Summary

$15,000
15,500
30,500
23,700
6,800
15,000

$15,000
26,300
41,300
30,150
11,150
15,000

$15,000
31,800
46,800
35,150
11,650
15,000

$15,000
40,700
55,700
43,840
11,860
15,000

$15,000
68,800
83,800
73,900
9,900
15,000

$15,000
71,400
86,400
73,960
12,440
15,000

$ 15,000
254,500
269,500
280,500
(11,200)
15,000

$ 8,200 $ 3,850 $ 3,350 $ 3,140 $ 5,100 $ 2,560 $ 26,200
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Schedule o f Cash Receipts
J
F
M
A
M
J
Total
Cash sales
$ 5,000 $ 8,000 $ 9,000 $11,000 $19,000 $18,000 $ 70,000
Down payments (10%
of installment sales)
1,500 2,400
2,700
3,300 5,700 5,400 21,000
Installments and
interest collected
1,500 3,900 6,600 9,900 15,600 37,500
Loans on pledged
installment contracts
9,000 14,400 16,200 19,800 34,200 32,400 126,000
$15,500 $26,300 $31,800 $40,700 $68,800 $71,400 $254,500
Schedule of Cash D isbursem ents
180
100
220
160
380
1,400
360
F
J
M
A
M
J
Total
Other fixed expenses
$ 1,200 $ 1,200 $ 1,200 $ 1,200 $ 1,200 $ 1,200 $ 7,200
First purchase
5,000
5,000
Inventory replacements 12,500 20,000 22,500 27,500 47,500 45,000 175,000
Commissions and other
variable expenses
5,000
8,000 9,000 11,000 19,000 18,000 70,000
Loan repayments
900 2,340
3,960 5,940 9,360 22,500
260
1,000
Interest payments
180
400
50
110
$23,700 $30,150 $35,150 $43,840 $73,900 $73,960 $280,700

Schedule of Cash Sales and Installment Contracts

January
February
March
April
May
June

Total
100 $ 20,000
160
32,000
36,000
180
44,000
220
76,000
380
72,000
360
1,400 $280,000

Install
ment
Cash
(75%)
(25%)
$ 5,000 $ 15,000
24,000
8,000
27,000
9,000
33,000
11,000
57,000
19,000
54,000
18,000
$70,000 $210,000

Install
ment
Down
Contract Unearned
Pay
10 mo.x Carrying
ment
$20/mo. Charges
$ 1,500 $ 15,000 $ 1,500
2,400
2,400
24,000
2,700
2,700
27,000
3,300
3,300
33,000
5,700
57,000
5,700
5,400
5,400
54,000
$21,000 $210,000 $21,000

Schedule of Installments and Interest Collected
($ 2 0 Per Month Per Contract)
On
On
On
An
On
On

January sales
February sales
March sales
April sales
May sales
June sales

—
—
—
—
—
—

75
120
135
165
285
270

F
$1,500

Total
M
J
A
M
$1,500 $1,500 $1,500 $ 1,500 $ 7,500
9,600
2,400
2,400 2,400 2,400
8,100
2,700
2,700
2,700
6,600
3,300
3,300
5,700
5,700

$1,500

$3,900 $6,600

$9,900

$15,600

$37,500
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Schedule o f Bank Loan and Interest Payments
New
Bank Loan
60%
Installment Note

Loan
Schedule

$

January
February
M arch
A pril
M ay
June

9 ,0 0 0
1 4 ,4 0 0
1 6 ,2 0 0
1 9 ,8 0 0
3 4 ,2 0 0
3 2 ,4 0 0

$ 1 2 6 ,0 0 0

Cumulative
Loan
Balance

Repayments
60% of
Collections

$
$

900
2 ,3 4 0
3 ,9 6 0
5 ,9 4 0
9 ,3 6 0

Interest
Payment

9 ,0 0 0
2 2 ,5 0 0
3 6 ,3 6 0
5 2 ,2 0 0
8 0 ,4 6 0
1 0 3 ,5 0 0

$

50

no
180
260
400

$ 1,000

$ 2 2 ,5 0 0

Schedule of Cash Payments for Inventory Replacements
Units X Price
$ 1 2 ,5 0 0

100 X $12 5

January sales
February sales
M arch sales
A pril sales
M ay sales
June sales
T otal

160
180
220
380
360

20,000

X 125
X
X
X
X

2 2 ,5 0 0
2 7 ,5 0 0
4 7 ,5 0 0
4 5 ,0 0 0
$ 1 7 5 ,0 0 0

125
125
125
125

Solution 4
a.

Cash
4 0 ,0 0 0
(2 )
( 3 ) 4 5 9 ,0 0 0
5 0 ,5 0 0
(8 )

B onds A uthorized and U nissued
4 0 ,0 0 0
(2 )
6 0 ,0 0 0
(5 )
( 7 ) 3 1 0 ,0 0 0
( 9 ) 1 2 5 ,0 0 0
9 ,5 0 0
(1 0 )
5 ,0 0 0
(1 0 )

( 1 ) 5 0 0 ,0 0 0

B on d F u n d B alance
[1 0 )
[1 0 )

9 ,5 0 0
5 ,0 0 0

E ncum brances
6 0 ,0 0 0
(5 )
( 6 ) 3 2 0 ,0 0 0
( 9 ) 1 2 0 ,0 0 0

6 0 ,0 0 0
(2 )
( 4 ) 3 9 0 ,0 0 0
5 0 ,0 0 0
(8 )

(3 ) 4 5 0 ,0 0 0
(8 )
5 0 ,0 0 0

( 1 ) 5 0 0 ,0 0 0
(3 )
9 ,0 0 0
(8 )
500

D ep o sit o n L and Contracts
(2 )

4 0 ,0 0 0

(5 )

4 0 ,0 0 0

____ R eserve fo r E ncum brances
E xpenditures

(5 )

6 0 ,0 0 0
( 6 ) 3 2 0 ,0 0 0
( 9 ) 1 1 5 ,000
N o te: E ntry ( 1 0 ) is cash transfer o f
$ 9 ,5 0 0 prem ium to G eneral F und
and $ 5 ,0 0 0 excess o f bonds issued
over co st o f project to Sinking
Fund.

(5 )
6 0 ,0 0 0
( 6 ) 3 2 0 ,0 0 0
( 9 ) 1 2 0 ,0 0 0

(2 )
6 0 ,0 0 0
( 4 ) 3 9 0 ,0 0 0
(8 )
5 0 ,0 0 0

W arrants P ayable
( 7 ) 3 1 0 ,0 0 0
( 9 ) 1 2 5 ,0 0 0

( 6 ) 3 2 0 ,0 0 0
( 9 ) 1 1 5 ,0 0 0

T em porary A d van ces from
G eneral F u n d

(5)

40,000

(2)

40,000
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b.

CITY OF BERGEN
Fund Balance Sheets— December 31, 1957
Sinking Fund
Cash

$5,000

Fund Balance

$5,000

Statement of General Fixed Assets and General Bonded Debt
General Fixed Assets:
Land
Buildings
Total General Fixed Assets
Amount available and to be provided for the
Retirement of General Bonds:
Amount available in Sinking Fund
To be provided in future years
Total available and to be provided
Total
General Bonds Payable in future years:
Sinking Fund Bonds Payable, Serially, Beginning
March 1, 1958, $50,000
Investment in General Fixed Assets:
From General Bonds
Total

$ 60,000
435,000
$495,000
5,000
495,000
500,000
$995,000
$500,000
495,000
$995,000

Solution 5
a. Least the seller could take:
$ 1,200,000
1. Net profit for five years ($240,000 x 5)
500,000
2. Add unamortized cost ($100,000 x 5)
400,000
3. Add capital gains tax 25% of (4) less (2), or 25/75 of (1)
4. Total minimum price to leave seller in the same position after taxes
$2,100,000
on sale as he would be after taxes on operation for five years
b. Most the buyer could pay:
1. Net income before taxes ($500,000 x 5)
2. Add present depreciation
3. Total maximum price at which depreciation would exactly equal
profit before depreciation
Reconciliation:
1. Bargaining range: $3,000,000 less $2,100,000 equals $900,000
2. Tax difference: $1,300,000 less $400,000 equals $900,000

$2,500,000
500,000
$3,000,000

Accounting Practice—Part II
May 15, 1958; 1:30 to 6 p.m.
Solution 1
BERNARD AND ANN DOOLEY
(Joint Return with Deceased Spouse)
From December 31, 1956 to December 31, 1957
$ 7,500
245
60

Wages—Zinc Smelter, Inc.
Interest on savings bank deposit
Interest on T-T & T-T & Z bonds
Reimbursement for entertainment expenses
Cash dividend on CBC stock ($500—dividend credit $100)
Rent income
Long term capital gain:
Essel stock: 12/1/57
1/15/57, cost

2,000

400
1,200

$20,930
16,000
4,930

C. U. stock: 11/18/57
$10,960
960
2/2/48, basis as gift
10,000
$ 5,890
Long term capital gain
Short term capital loss:
2,400
Personal bad debt
Net long term capital gain
Total adjusted gross income
Deductions for adjusted gross income:
$ 450
Transportation expenses
1,200
Reimburse entertainment expenses
Expenses on rental property
1,400
1,745
50% of capital gain in excess of net short term loss
Adjusted gross income
Deductions from adjusted gross income:
410
1. State and local taxes ($330 + $80)
2,100
2. Contributions ($2,000 + $100) 10% test met
3. Medical expenses:
Prescribed drugs
$ 160
Less 1%—Adj.Gross Income
101 $ 59
Doctor bills
820
Dentist bills
50
Health and hospitalizationins. prem.
150
$ 1,020

Less settlement from insurance policy
Less 3% of Adj. Gross Income
Casualty loss on automobile
Preparation of income tax return
Child care—widower 50% of $300
Income
Less personal exemptions
Balance subject to tax
95

400

620
679
303

376
50
60
150

3,490
$14,895

4,795
$ 10,100

3,146
$ 6,954
1,800
$ 5,154
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Tax liability ($800 + 22% of $1,154)
Less: Credits on dividends (4% x $400 which is
less than tax and 4% of taxable income)
Taxes withheld
Payment on estimated tax
Overpayment
All interest on principal amount of $5,000 or
less for each person on U.S. Treasury Bonds
issued prior to March 1, 1941, is excluded from
gross income.

$ 1,053.88
$

16
980
300
$

1,296.00
242.12

a.

5. Adjustment for bonus, one-half of 1% of
Net income before income taxes

8 . Adjustment for commissions

7. Adjustment for contract financing

Normal bad debt expense, one-quarter of 1%
Less previous write-offs
Additional adjustment

6 . Bad debt adjustments:

3. To correct C.O.D. sale
4. Adjustment of warranty expense:
Sales per books
Correction for consignments
Correction for C.O.D.
Corrected sales
Normal warranty expense, one-half of 1%
Less costs charged

$

$

2,096
670
1,426

$ 2,292
1,200
$ 1,092

$844,710 $905,000
(6,110)
6,110
________
5,800
$838,600 $916,910
$ 4,193 $ 4,585
680
1,490
$ 3,513 $ 3,095

$ 6,110
130%
4,700 ________
$ 1,410 $ 1,410

5,343
130%
4,110
1,233

3,982
3,400
$_____ 582

$

$1,604,110
(5,343)
(5,800)
$1,592,967
$
7,965
3,450
$
4,515

$

$

COMPUTATIONS
1956
1957_______ 1958

RANMILL MANUFACTURING COMPANY
Schedule of Revised Net Income
For the Years Ended March 31, 1956, 1957, and 1958

1. Net income as reported
2. Elimination of profits on consignments:
Billed
at 130% of cost
Cost
Profit error

Solution 2

(1,092)

(3,095)

5,800

1,410

2,800
3,750
(1,200)
500
33,051
63,473
(165)
(317)
$32,886
$63,156

(1,426)

(3,513)

(1,410)

4,960
(260)
46,360
(232)
$46,128

(582)

(4,515)

(5,800)

(1,233)

________ SUMMARY________
1956
1957
1958
$37,800 $56,200 $53,790
Accou n tn g P ractice—Part II—M ay, 1958
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b.

RANMILL MANUFACTURING COMPANY
Journal Entries

Sales
Merchandise—on consignment
Cost of sales
Accounts receivable
To adjust for consignments treated as sales, 3/31/58
Sales
Retained earnings
To adjust for C.O.D. sales not recorded 3/31/57
Warranty expense
Retained earnings
Allowance for warranty expense
To set up allowance for warranty expense
Dealers’ Fund Reserve, held by bank
Finance expense
Retained earnings
To take up finance charge reserve held by bank
Commissions expense
Retained earnings
Accrued commissions
To adjust for accrued commissions
March 31, 1957 and March 31, 1958
Retained earnings
Bad debts expense
Allowance for loss on bad debts
To adjust for estimated bad debts
Retained earnings
Manager’s bonus expense
Accrued bonus payable
To set up accrued bonus payable to manager

$ 5,343
4,110

5,800
4,515
6,608
11,510

260
700

2,518
582
482
232

$ 4,110
5,343
5,800

11,123
4,960
6,550

960

3,100

714
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c.

RANMILL MANUFACTURING COMPANY
C om putation of P urchase P rice
$548,250

Net value of assets, per books
Add:
Merchandise—on consignment
Dealers’ Fund Reserve, held by bank
Deduct:
Accounts receivable
Allowance for loss on bad debts
Allowance for warranty expense
Accrued bonus payable
Accrued commissions payable
Adjusted net value
Revised net income before income taxes— 1956
— 1957
— 1958
Less: Gain on sale of building
Average annual net income before income taxes ($132,170 ÷ 3)
Less 6% of value of net assets ($542,630 X 6% )
Excess of 6%
Multiply by two
Adjusted book value of net assets
Purchase price

4,110
11,510
$563,870
$ 5,343
3,100
11,123
714
960

$46,128
10,000

21,240
$542,630
$ 32,886
63,156
36,128
$132,170
$ 44,056
32,558
$ 11,498
$ 22,996
542,630
$565,626

$

$ (97,000)

$ 195,000

Total offsets

$

$

$

$ 292,000

$ (90,000)
(7,000)

65,000

218,800

(93,000)

(85,000)
(8,000)

311,800

83,300
221,000
1,500
______ 6,000

$

80,000
200,000
2,000
10,000

$

N et total

A ccounts payable
Allowances due cust.

Total assets

Inventory detail:
A ccounts receivable
Merchandise
Freight claims
Prepaid oper. expenses

$

$

(4,000)

(5,000)

500
4,000

(23,800)

1,000
(21,000
( 5,000

$23,800 $(23,800)

(1,000)

19,800

3,300
21,000

4,000

—

— _________ 210,000

$

Expenses

Profit or (lo ss)

3,300
500

$ (168,000)

$(2,000,000)
1,725,000

$(168,000)

$23,800

55,000
218,800
59,000
(16,000)
(60,000)

$

$ 218,800

$ (93,000)

88,800

214,000

$(2,002,300)
1,699,500

$311,800

83,300
221,000
1,500
6,000
$ (85,000)
(8,000)

$

$(168,000)

$ (10,000)
(52,500)
(77,000)
(7,000)
(21,000)
—

$

P &L

A s A dju sted, Oct. 31

Increase D ecrease Balance Sheet

—
—

Total equity

55,000
195,000
59,000
(16,000)
(60,000)

$ (10,500) $
(10,500)
(52,500)
(52,500)
(77,000)
(77,000)
(7,000)
(7,000)
(21,000)
(21,000)
— ___________ —

$

Oct. 31

In ventory Item s

January 1, to November 1, 1957

Summary Work Sheet

BLANK COMPANY

Sales
Purchases (cost of goods)

Equity:
A
B
C
D
E
F

42,000
195,000
60,000
(29,000)
(100,000)

Cash
Inventory
Fixed assets— net
Accrued liabilities
N otes payable

$

Jan. J

____ Per B ooks

Item

Solution 3

A dju stm en ts

$(88,800)

__________

$(88,800)

$

—

$ (5,550) $(10,7 0 0 )
(27,750)
(33,300)
(10,700)
(11,100)
(11,100)
32,100
_____________ (10,700)

E quity

Balance Sheet

85,000
8,000

10,700

26,750
80,250
121,000
18,100

$ 16,000
60,000

C redit

$425,800 $425,800

___________________

$ 83,300
221,000
1,500
6,000

59,000

$ 55,000

D eb it

____ N o v. I ____

100
A nswers
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BLANK AND COMPANY
Statement of Income
January 1 to October 31, 1957

a.

$2,002,300

Net Sales
Cost of Goods Sold:
Inventory, January 1, 1957
Purchases

$ 200,000

1,720,500
$1,920,500

Less—Inventory, October 31, 1957
Cost of Goods Sold

221,000

1,699,500

Gross Profit on Sales
Expenses
Net Earnings

h.

$ 302,800
214,000
$ 88,800

BLANK AND COMPANY
Statement of Financial Position
October 31, 1957

Current Assets:
Cash
Accounts receivable:
Customers
Freight claims
Merchandise inventory
Prepaid operating expenses
Total Current Assets
Fixed Assets—Net

ASSETS

LIABILITIES AND EQUITY
Current Liabilities:
Notes payable
Accounts payable:
Merchandise creditors
Allowances due customers
Accrued liabilities
Total Current Liabilities
Partners’ Equity:
A
B
C
D
E

$
83,300
1,500

55,000
84,800
221,000

6,000

$ 366,800
59,000
$ 425,800

$
85,000
8,000

16,050
80,250
110,300
18,100
32,100

60,000

93,000
16,000
$ 169,000

256,800
$ 425,800

A n sw ers
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BLANK AND COMPANY
Statement of Partners’ Equities
November 1, 1957

c.

A
B
C
D
F

$ 2 6 ,7 5 0
8 0 ,2 5 0
1 2 1 ,0 0 0
18,1 0 0
10,7 0 0
T otal E quity

$ 2 5 6 ,8 0 0

Solution 4
a.
( 1 ) M aintenance and overhead expenses— U n sold houses
Properties
G rading and streets
$ 5 ,0 0 0
M iscellaneous
1,500
T o identify costs w ith unsold houses
( 2 ) Properties
C onstruction contract
$ 1 2 ,0 0 0
G rading and streets
1 9 ,0 0 0
M iscellaneous costs
3 ,5 0 0
M aintenance and overhead expenses— U n so ld houses
A ccou n ts payable
E stim ated street costs
T o adjust unrecorded costs
( 3 ) Sales ($ 4 5 7 ,5 0 0 — $ 4 ,0 0 0 )
L oss on houses sold
Properties
T o adjust properties account and recognize loss o n sales

$

6 ,5 0 0
$

6 ,5 0 0

3 4 ,5 0 0

1,500
17,0 0 0
19,0 0 0
4 5 3 ,5 0 0
1 2 6 ,0 0 0
5 7 9 ,5 0 0

Schedule of Cost Allocation to Lots

Total
200 lots
4 0 , 30, 3 0 , 100
Land c o s t ---------------------200

$

4 0, 30, 30
C learing costs --------------

4 0 ,0 0 0

Cost of
Houses
40 lots

Cost of Cost of
Cost of
Improved Cleared Unimproved
Lots
Lots
Land
30 lots
30 lots
100 lots

$

$

8 ,0 0 0

6 ,0 0 0

$ 6 ,0 0 0

9 ,0 0 0

3 0 ,0 0 0

1 2 ,0 0 0

9 ,0 0 0

2 9 4 ,0 0 0

1 6 8 ,0 0 0

1 2 6 ,0 0 0

7 2 4 ,0 0 0

7 2 4 ,0 0 0

$ 1 ,0 8 8 ,0 0 0

$ 9 1 2 ,0 0 0

$ 2 0 ,0 0 0

100
4 0 , 30
G rading and streets
70
19 ,0 0 0

($ 2 8 0 ,0 0 0 +
— 5 ,0 0 0 )
C onstruction costs $ 6 8 0 ,0 0 0
+ $ 1 2 , 0 0 0 + $ 3 0 ,0 0 0
+ $ 3 ,5 0 0 — $ 1 ,5 0 0

X

$ 1 4 1 ,0 0 0

$ 1 5 ,0 0 0

$ 2 0 ,0 0 0
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Schedule of Cost Allocation to Sold and Unsold Houses
S a le s
P r ic e

S o ld

$ 1 5 ,0 0 0
1 7,500
1 9,000
2 0 ,0 0 0

1
13
5
6
25

T o ta l

A g g r e g a te
S a le s
P r ic e

A g g r e g a te
C o s t to b e
A llo c a te d *

C ost o f
H ou ses
S o ld

C ost o f
H ou ses
N o t S o ld

3
7
5

4
20
10
6

$ 6 0 ,0 0 0
3 5 0 ,0 0 0
1 9 0 ,0 0 0
1 2 0 ,0 0 0

$ 7 6 ,0 0 0
4 4 3 ,3 3 3
2 4 0 ,6 6 7
1 5 2 ,0 0 0

$ 1 9 ,0 0 0
2 8 8 ,1 6 6
1 2 0 ,3 3 4
1 5 2 ,0 0 0

$ 5 7 ,0 0 0
15 5 ,1 6 7
120,333

15

40

$ 7 2 0 ,0 0 0

$ 9 1 2 ,0 0 0

$ 5 7 9 ,5 0 0

$ 3 3 2 ,5 0 0

N ot
S o ld

*$ 6 0 ,0 0 0
---------------X $ 9 1 2 ,0 0 0 =
$ 7 2 0 ,0 0 0
(4 )

$ 7 6 ,0 0 0 , etc.

P rovision fo r estim ated loss o n sale
o f unsold houses
R eserve for estim ated lo ss o n sale o f
unsold houses
T o provide for expected loss as follow s:
C osts
L ess: Selling prices 3 @ $ 1 5 ,0 0 0 = $ 4 5 ,0 0 0
7 @ 1 7 ,5 0 0
1 2 2 ,5 0 0
5 @ 19,0 0 0 =
9 5 ,0 0 0
L ess: C osts to sell — 5 %
R ealizable proceeds
E stim ated loss

$ 8 3 ,1 2 5
$ 8 3 ,1 2 5

$ 3 3 2 ,5 0 0

$ 2 6 2 ,5 0 0
13,125
2 4 9 ,3 7 5
$ 8 3 ,1 2 5
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b.
BOULEVARD HOMES, INC.
Balance Sheet— December 31, 1957
Assets
Current assets:
Cash
Properties
Cost of unimproved land
Cost of cleared lots
Cost of improved lots
Cost of houses not sold
Less Loss: Reserve for estimated
loss on unsold houses

$ 43,500
$ 20,000

15,000
141,000

$332,500
83,125

249,375

425,375
$468,875

Liabilities and Stockholders’ Equity
Current liabilities:
Notes payable to banks
Accounts payable
Estimated costs to complete construction

$400,000
17,000
19,000

Long-term liability:
Notes payable to stockholders

$436,000

200,000

Stockholders’ Equity
Capital stock
Net loss for the year

$ 50,000
217,125

(167,125)
$468,875

c.

BOULEVARD HOMES, INC.
Statement of Profit and Loss
For the Year Ended December 31, 1957
Sales
Less: Costs of houses sold
Title insurance and recording fees
Loss on houses sold
Maintenance and overhead—Unsold houses
Provision for estimated loss on sale of unsold houses
Net loss

$579,500
4,000

$457,500
583,500
$126,000
8,000

$134,000
83,125
$217,125
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Solution 5
a.

Journal Entries

Accounts receivable
Cost of sales
Work in process
Sales
To record sales and cost of sales
500 special widgets
100 de luxe widgets

( 1)

$69,100
54,970

Cost of Sales
Total
Unit
$ 86.70
$43,350
11,620
116.20
$54,970

Computation of unit costs:
Special Widgets
Units Amount
Material A
$1.20
12 $14.40
Material B
2.60
6
15.60
2.05
14
28.70
Labor
14
28.00
Burden
2.00
$86.70

$54,970
69,100

Sales
$52,700
16,400
$69,100

De Luxe Widgets
Units Amount
12 $ 14.40
8
20.80
41.00
20
40.00
20
$116.20

Burden rate:
Fixed manufacturing expenses
Variable manufacturing expenses

Total
Per Hour
$ 4,500
$ .50
1.50
13,500
$18,000
$ 2.00
Based on budget for 9,000 direct labor hours.
( 2)
Raw material inventory
Material price variation
Accounts payable
To record purchases:
Standard Cost
Actual
Total
Unit
Cost
8,500 units material A
$ 10,200
$ 9,725
$1.20
4,680
5,635
1,800 units material B
2.60
$14,880
$15,360
14,880
Material price variation
$ 480
Work in process
Material usage variation
Raw material inventory
To record requisitions:

(3)

$ 1.20

2.60

15,360

18,400
780
19,180

Standard
Units Amount
Issued:
Material A
Material B
Returned:
Material A

14,880
480

8,400 $10,080
3,200
8,320

1.20

$18,400

Over Standard
Units Amount
400
150

$480
390

(75)

(90)
$780
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(4)
Work m process
Labor efficiency variation
Wage rate variation
Accrued payroll
To record direct labor at standard and variations:
Standard labor 9,600 hours at $2.05
Labor efficiency variation:
400 excess hours at $2.05
Wage rate variation:
Wages at standard:
10,000 hours at $2.05
Less wages paid:
500 hours at $2.10
8,000 hours at 2.00
1,500 hours at 1.90

$19,680
820

$

820

$20,500
$ 1,050
16,000
2,850

19,900
600

(5)

19,200
625
800

500
20,125

$19,200
$20,125
$ 4,500
15,000

19,500
625

$

Burden efficiency variation:
400 hours over standard at $2.00
Burden activity variation:
Actual direct labor
Budgeted direct labor
Excess hours
1,000 hours at fixed manufacturing
expense rate of $ .50

$

800
10,000 hrs.
9,000 hrs.
1,000 hrs.

$
( 6)

Manufacturing expenses
Selling expenses
Administrative expenses
Accounts payable, etc.
To record expenses

600
19,900

$19,680

$
Work in process
Burden expense variation
Burden efficiency variation
Burden activity variation
Manufacturing expense absorbed
To record manufacturing expense
at standard and variations:
Manufacturing expense at standard
9,600 hours at $2.00
Burden expense variation:
Actual expenses
Expenses at standard:
Fixed expenses
Variable expenses
10,000 hours at $1.50
Variation

$

500
20,125
3,250
6,460

29,835
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b.
Statement of Profit and Loss
SMITH COMPANY
Month of August, 1957
$69,100

Sales
Cost of sales:
Standard cost
Variations from standard-—schedule
Gross Profit

$54,970
2,405

Expenses:
Selling
Administrative

$ 3,250
6,460
Net Profit

57,375
$11,725
$ 9,710
$ 2,015

Analysis of V ariations
Materials:
Price
Usage
Labor:
Wage rate
Efficiency
Manufacturing expenses:
Activity
Expense
Efficiency
*Indicates credit variation.

$

480
780 $ 1,260

$

600*
820

$

500*
625
800

220

925
$ 2,405

Auditing
May 15, 1958; 9 a.m. to 12:30 p.m.

Solution 1
a. (1) Examine supporting documents, including the sales invoices and applicable
sales and shipping orders, for propriety of the charge.
(2) Review the cash receipts books for the period after December 31, 1957
and note any collections from the PDQ Company. The degree of internal
accounting control over cash receipts should be an important considera
tion in determining the reliance that can be placed on the cash receipts
entries. In addition, as there is no assurance that collections after Decem
ber 31 represent the payment of invoices supporting the December 31
trial balance, consideration should be given to requesting a confirmation
from the PDQ Company of the invoices paid by their checks.
b. (1) The cause should be investigated thoroughly. If the credit was posted to
the wrong account it may indicate merely a clerical error. On the other
hand, posting to the wrong account may indicate lapping. To assure that
both accounts have been properly stated, the account originally credited
should be reconfirmed unless the customer has already questioned the
propriety of the credit.
(2) Such a comment may also indicate a delay in posting and depositing of
receipts. If, upon investigation, such is the case, the company should be
informed immediately to take corrective steps.
c. This is a confirmation of the balance with an additional comment. As the
customer has given us the data it is preferable to check to see that the infor
mation agrees with the company’s records. Such a procedure may disclose
lapping, misposting or delay in recording of receipts.
d. This incomplete comment should raise an immediate question, does the cus
tomer mean paid before or paid after December 31? As it is unsafe to assume
what the customer intended, this account should be reconfirmed and the cus
tomer asked to state the exact date. Upon receipt of the second confirmation
the information thereon should be traced to the cash receipts book.
e. A comment of this type indicates that the company may be recording sales
before a sale has legally taken place. The auditor should examine the invoice
and review with the appropriate officials the company’s policy on shipment
terms and determine if sales, cost of sales, inventories and accounts receivable
have to be adjusted.
f. (1) Determine if such advance payment has been received and that it has
been properly recorded. A review should be made of other advance pay
ments to ascertain that charges against such advances have been properly
handled.
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(2) If the advance payment was to cover these invoices, the auditor should
propose a reclassification of the $1,350, debiting the advance payment
account and crediting accounts receivable— trade.
g. (1) Examine the shipping order for indications that the goods were shipped
and, if available, carrier’s invoice and/or bill of lading for receipt of the
goods.
(2) If it appears that goods were shipped, send all available information to
the customer and ask him to reconfirm. If the customer still insists that
goods were never received, all data should be presented to an appropriate
company official for a complete explanation. This may indicate that
accounting for shipments is inadequate and consideration should be given
to reviewing the procedures to determine if improvements can be made.
(3) If the goods were not shipped, the auditor should recommend an adjust
ment reducing sales, cost of sales and accounts receivable and increasing
inventories.
h. This should be discussed with the appropriate officials and correspondence
with the customer reviewed and determination made if an adjustment should
be made in the amount receivable or if an allowance for doubtful accounts
should be set up.
i. As title on any goods shipped on consignment does not pass until those goods
are sold the sales entry should be reversed, inventory charged and cost of
sales credited. Other so-called sales should be reviewed and company officials
queried to determine if other sales actually represent consignment shipments;
if so, the adjustment set forth in the preceding sentence should be made for
all consignment shipments.
j. This is a noncurrent asset and should be reclassified to either deposit or pre
paid rent. A review of other accounts, especially those with round figures,
may disclose other accounts that should be so reclassified.
k. This may indicate a misposting of the credit or a delay in posting the credit.
Comments under (b) above would also apply to credits.

Solution 2
An audit program including the following items should bring to light the various
types of contingent liabilities and commitments:
a. Review bank confirmations for liabilities disclosed theron, e.g., endorser or
guarantor of notes and drafts discounted, open letters of credit, accommoda
tion endorsements.
b. Circularize the client’s regular attorney (and others, such as patent attorneys,
with whom the client has done business in recent months) for information on
possible liability arising from pending or anticipated legal actions.
c. Review minutes of Board of Directors’ meetings for the current and prior years
and for the period up to the date of the accountants’ report. List therefrom:
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d.
e.
f.

g.

h.
i.

j.

k.

A nswers

( 1) Authorization for purchase of fixed assets, which may result in firm
commitments at the examination date, distinguishing between those that
are unusual as contrasted to the usual commitment.
(2) Reference to pending lawsuits.
(3) Discussions of pension plans and related past service liability.
(4) Long-term leases.
(5) Indication of guarantees given in connection with contracts with dis
tributors.
Discuss with the purchasing agent long-term purchase commitments and in
vestigate their prices in relation to current market price.
Review terms of leases for off i ce or factory space for minimum rentals, any
contingent rental arrangements and whether or not irrevocable.
Discuss with the sales manager any firm sales contracts which may result in
losses, as well as the terms of sale to determine what product warranties are
in eff ect. Determine what, if any, protection against price declines is guaran
teed by the client to its customers. Make computations of possible liability.
Unless the purchasing agent has jurisdiction over the letting of contracts for
fixed asset purchases, discuss these with the chief engineer or other official.
Prepare listing, indicating firm commitments and those contracts which can
be cancelled with little or no loss to the client.
Query a senior official in general terms as to the existence of stock repurchase
plans, informal pension plans, deferred executive compensation arrangements.
In unusual circumstances when circularizing the distributors for confirmation of
accounts receivable, request information as to any guarantees, etc., made by
the client on financial transactions of the distributor.
Obtain a letter from the client in which appear representations that they have
no knowledge of any contingent liabilities or commitments which have not
been discussed with you during the course of the examination.
Summarize the estimated amounts involved in the various types of contin
gencies and commitments and state conclusions as to necessity for disclosure
in the financial statements.

Solution 3
a. The auditor should make a general review of his client’s insurance coverage
even though he does not hold himself out as an expert in insurance matters.
Included in the auditor’s working papers should be a statement about the
recentness of property appraisals for insurance purposes and management’s
review of the insurance program. Inadequate insurance coverage could rep
resent a serious weakness in the company’s financial position. This should
be discussed with the client. Also, it is appropriate for the auditor to comment
in the working papers about the adequacy of the coverage. This should be
supported by a comparison of coverage to insurable values and policy coinsurance terms.
Proper internal control requires a periodic review of the insurance pro-
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gram on the part of management. This should be recognized by the auditor
in his review of the system of internal control.
If the auditor’s review of the insurance program with the assistance of
the client or his insurance representative reveals inadequate insurance cover
age or noncompliance with statutory requirements, any inadequacy should
be called to the attention of management and commented on in the long-form
report. In case a short-form report is issued, ordinarily no qualification would
be necessary. However, the matter should be brought to the attention of the
client in a supplementary letter.
b.

The required audit working paper could be presented as follows:
SCHMIDT CORPORATION
Schedule of Expected Recovery Value
Decem ber 31, 1957
Prepared by
D a te ............

Appraised
or Sound
Value
Inventory
$ 2 1 8 ,0 0 0
Furniture and fixtures
3 5 ,0 0 0
M achinery and equipm ent
1 2 5 ,0 0 0 (a )
B uilding
2 0 0 ,0 0 0
Insured w ith: C o. X
C o. Y

Coinsur
ance
Require Face of
ment
Policy
__ 0 —
80%
90%

$ 1 8 0 ,0 0 0
2 8 ,0 0 0
9 0 ,0 0 0

90%
80%

8 5 ,0 0 0
7 0 ,0 0 0

50%
Loss
$ 1 0 9 ,0 0 0
1 7 ,5 0 0
6 2 ,5 0 0
1 0 0 ,0 0 0

Expected
Recovery
$ 1 0 9 ,0 0 0 (b )
1 7 ,5 0 0 ( c )
5 0 ,0 0 0 (d )
4 7 ,2 2 2 ( e )
4 3 ,7 5 0 ( f )

(a ) $ 1 2 4 ,0 0 0 — $ 9 9 ,2 0 0 = $ 2 4 ,8 0 0 , depreciation for tw o years.
$ 2 4 ,8 0 0 ÷ 2 = $ 1 2 ,4 0 0 annual depreciation.
$ 1 2 4 ,0 0 0 ÷ $ 1 2 ,4 0 0 = 10 years original estim ated life.
T he revised estim ated total life is 12 years.
R eplacem ent co st o f $ 1 5 0 ,0 0 0 ÷ 12 = $ 1 2 ,5 0 0 , annual depreciation.
Sound value, 1 2 /2 9 / 5 7 , is $ 1 5 0 ,0 0 0 — $ 2 5 ,0 0 0 ($ 1 2 ,5 0 0 X 2 ) = $ 1 2 5 ,0 0 0 .
(b ) T here w as n o coinsurance requirem ent. A ll losses w ill b e paid to the extent o f the
policy.
( c ) T he coinsurance requirem ent w as m et, therefore all losses w ill b e paid to the
extent o f the policy.
$ 9 0 ,0 0 0
X $ 6 2 ,5 0 0 = $ 5 0 ,0 0 0
(d )
90% X $ 1 2 5 ,0 0 0
$ 8 5 ,0 0 0

(e)

X $ 1 0 0 ,0 0 0

$ 4 7 ,2 2 2

X $ 1 0 0 ,0 0 0 =

$ 4 3 ,7 5 0

90% X $ 2 0 0 ,0 0 0
$ 7 0 ,0 0 0
(f)
80% X $ 2 0 0 ,0 0 0

Solution 4

a.

The more important deficiencies in internal control and the remedies are:
The bank apparently has not been instructed to refuse to accept checks pay-
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able to the company for deposit in the petty cash fund bank account. It
should be so instructed, and the account should be in the name of the com
pany, with the cashier as agent-custodian.
The cashier processes the monthly statements to customers. He should not
be permitted to have access to the customers’ statements.
The cashier apparently opens or has access to incoming mail containing cus
tomers’ remittances. Cashiers should never open or have access to incoming
mail. The mail should be opened by someone not connected with cashier’s
office or the receivable ledgers. The person opening the mail should make an
independent listing in triplicate of all remittances received in detail, one
copy going to the cashier for entry in the cash records, one copy going to
the bookkeeper for entry in accounts receivable ledgers, and one copy going
to the treasurer’s office for subsequent comparison to the duplicate deposit slip.
The cashier, who has access to cash funds, reconciles the bank account.
This should be done by some person not connected with the cashier’s office.
The cashier, who has access to general cash funds of the company, is cus
todian of the petty cash fund. The custodian of the petty cash fund should
be a person who does not have access to other funds of the business.
The amount of the $500 check may indicate that disbursements from the
petty cash fund bank account have not been limited to relatively small amounts.
Consideration should be given to establishing a limitation on the size of a
check that may be drawn.

Solution 5

a. An unqualified opinion on the financial statements could be rendered if it
were possible to prove the accounts receivable by extending the usual audit
procedures and applying additional procedures in lieu of confirmation.
Ordinarily, for an auditor to express an unqualified opinion, confirmation of
receivables is included in the audit procedures, if it is both practicable and
reasonable. P r a c tic a b le means “capable of being done with the available means”
or “. . . with reason or prudence”; r e a s o n a b le means “sensible in the light of
surrounding circumstances.” Other (additional) procedures can be satisfac
torily employed only in r a r e situations in which the extended procedures
(confirmation) are applicable and are not used. In deciding upon the “other
procedures” to be employed, the auditor must bear in mind that he has the
burden of justifying the opinion expressed. In the present case it seems feasible
to use other procedures.
b. The major audit procedures would include:
(1) A careful review and extended tests of the in te rn a l c o n tr o l over billing
and cash collections.
(2) Extensive detailed tests of billing and cash collection.
(3) Aging of the accounts receivable to a sufficient extent.
(4) Determination of the adequacy of the allowance for uncollectible accounts,
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including extensive tests of write-offs, recoveries, and credits for returned
goods.
(5) If feasible, observe the preparation of the monthly statements to customers
as of May 31, make extended tests of the customers’ names, addresses
and account balances to the receivable ledgers, and keep the statements
under control until they are all mailed.
(6) Extensive tests of collections on account for an appropriate period sub
sequent to May 31. To do this, the auditor could take control of the
incoming remittances, identify each remittance with specific invoice bill
ings, and then trace the recording of the remittances into the cash receipts
records and into the bank deposits. Under some circumstances, it may
be more practicable to have the remittance advices delivered directly to
the auditor, as an alternative to taking control of incoming remittances,
and then check them out in the manner described above.
c. The short-form report would read as follows:
We have examined the balance sheet of The Mens Custom
Shop as of May 3 1 , 1957 and the related statements of income and
retained earnings for the year then ended. Our examination was
made in accordance with generally accepted auditing standards,
and accordingly included such tests of the accounting records and
such other tests as we considered necessary in the circumstances.
We did not obtain confirmation of the accounts receivable by
correspondence with the customers; however, we satisfied our
selves as to these accounts by means of other auditing procedures.
In our opinion, the accompanying balance sheet and statements
of income and retained earnings present fairly the financial posi
tion of The Mens Custom Shop at May 31, 1957, and the results
of its operations for the year then ended, in conformity with
generally accepted accounting principles applied on a basis con
sistent with that of the preceding year.
Solution 6
a. The long-form report commonly includes some or all of the following kinds of
materials in addition to those commonly included in a short-form report:
( 1) Greater details of the customary basic financial statements.
(2) Statistical data of various sorts.
(3) Explanatory comments.
(4) Description of the scope of the audit beyond that which normally appears
in the short-form report.
b. Yes, the auditor assumes the same degree of responsibility for other data in
the long-form report that he assumes for individual items in the customary
basic financial statements in the absence of a statement by the auditor to
the contrary; that is, that they are fairly stated in all material respects in
relation to the basic financial statements, taken as a whole.
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As set out in Statement on Auditing Procedure No. 27, the fourth standard
of reporting in the American Institute’s bulletin Generally Accepted Auditing
Standards—which incorporates the substance of Statement on Auditing Pro
cedure No. 23— reads as follows:
4. The report shall either contain an expression of an opinion
regarding the financial statements, taken as a whole, or an asser
tion to the effect that opinion cannot be expressed. When an
over-all opinion cannot be expressed, the reasons therefor should
be stated. In all cases where an auditor’s name is associated with
financial statements the report should contain a clear-cut indica
tion of the character of the auditor’s examination, if any, and
the degree of responsibility he is taking.
As indicated in Statement No. 27, the basic concept that “the report should
contain a clear-cut indication of the character of the auditor’s examination, if
any, and the degree of responsibility he is taking,” is applicable to both shortform and long-form reports.
Consequently, in the absence of a statement by the auditor to the contrary
it may be presumed that he assumes the same degree of responsibility for
other data in the long-form report that he assumes for individual items in
the basic financial statements; that is, that they are fairly stated in all material
respects in relation to the basic financial statements taken as a whole.

Solution 7
Claim fo r R efund— Federal Incom e Taxes
The audit procedures would include:
(1) Reviewing the claim to determine:
(a) That it is based on reasonable grounds.
(b) Whether there are any items which may offset the claim in the year
for which it is claimed or any other open years.
(c) That the claim ties into the accounting records and tax returns.
(2) Determining whether there is an acknowledgment from the Internal
Revenue Service showing the claim was timely filed.
(3) Ascertaining whether there are any consent agreements which extend the
statute of limitations.
(4) Reviewing the revenue agent’s report as to any items which may have a
continuing effect.
(5) Determining whether the claim has been examined by an agent.
b. If the claim is proved to be proper, it should be presented in the other assets
section of the balance sheet. A footnote should be appended to the statement
explaining the status of the claim, noting in particular that the claim has not
been examined, if such is the case.
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Investment in Stock of XYZ Company
a. The audit procedures would include:
(1) Examining the stock certificate(s) at the balance-sheet date while all
other negotiable assets and cash are under control. If necessary a sched
ule should be prepared showing the certificate num ber(s), par value,
book value, and spaces for market value and dividends received.
(2) An examination of the vouchers and/or cancelled checks to support the
cost basis, if the shares were acquired for cash.
If the shares were acquired in exchange for properties the value as
signed at the date of acquisition should be investigated. A schedule de
tailing the basis of the properties exchanged should be prepared, showing
the accounting treatment of any recorded gain or loss on acquisition.
Any such gain or loss should be reviewed and considered carefully to
determine whether it was properly recognized. This is applicable, par
ticularly, if the market is less than the carrying value at the balancesheet date.
(3) The valuation of the shares would be proved by reference to:
(a) Market quotations at the balance-sheet date, if the stock is actively
traded.
(b) Sales of stock near the balance-sheet date, if the stock is only
occasionally traded.
(c) To dividends, earnings record, and/or any auditor’s reports for the
most recent three years, if no sales of such stock have been made.
(d) Appraisal value of assets of the XYZ Company, if such information
is available.
(4) Determining whether the acquisition of the shares is authorized in the
minutes of the Board of Directors, and whether the by-laws or charter
permits such investment.
b. This account should be presented in the investments section of the balance
sheet. The number of shares and market value, if available from a quoted
source, should be shown by footnote or parenthetically. If market value is
not available, the equity value drawn from an auditor’s report should be dis
closed. If the stock was acquired for cash, cost may be extended in the balance
sheet even though market value may be less at the balance-sheet date.

Treasury Stock
a. The audit procedures would include:
(1) Examining the stock certificate(s) at the balance-sheet date while all
other negotiable assets and cash are under control. A schedule should
be prepared showing a complete description of these certificates.
(2) An examination of the vouchers and/or cancelled checks supporting the
acquisition of this stock.
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(3) A review of the minutes of the Board for approval of the acquisition of
the stock.
(4) Steps to determine whether the stock was acquired from a person active
in corporate management or an outside party.
(5) Steps to determine whether the acquisition represents an arms-length
transaction based on the quoted market value at the time of acquisition,
if available, or the value of the corporate assets.
(6) An investigation as to compliance with state laws,
b. The preferable treatment would be to show the cost of the treasury stock on
the balance sheet as a deduction from the aggregate of the capital stock
authorized and issued, retained earnings, and capital surplus—with the num
ber of shares noted parenthetically—until the treasury stock is finally disposed
of. Other treatment may be acceptable under other circumstances.

Commercial Law
May 1 6 , 1958; 9 a.m. to 12:30 p.m.
Solution. 1
a. There must be ( 1) a statute under which the corporation could have been duly
formed, (2) a bona fide attempt to organize as a corporation under such
statute, and (3) an exercise of corporate powers.
b. (1) The prevailing rule is that members of the purported corporation are
partners. (2) The members of the purported corporation. (3) They have a
personal liability as partners.
c. When it is established that the directors have abused their discretion or acted
for a dishonest purpose in amassing a surplus beyond any practical need.
Solution 2
a. (1) Where payment is as a debt by installments or otherwise; (2) as wages
of an employee; (3) as rent to a landlord; (4) as an annuity to a widow;
(5) as an annuity to a representative of a deceased partner; (6) as interest
on a loan (though the amount of payment vary with the profits); and (7) as
the consideration for the sale of the goodwill of a business or other property
by installment or otherwise.
b. Only his interest in the partnership. A person admitted as a partner into an
existing partnership is liable for all the obligations of the partnership arising
before his admission as though he had been a partner when such obligations
were incurred, except that this liability shall be satisfied only out of partner
ship property.
Solution 3
a. Yes. The effect of knowingly making an instrument payable to the order of
a fictitious or nonexistent person is to make it payable to bearer. It is there
fore negotiable by delivery alone.
b. An indorsement in blank comprises the name of the indorser and specifies
no indorsee. Its effect is to make the instrument payable to bearer and nego
tiable thereafter by delivery alone. A special (full) indorsement specifies the
person to whom or to whose order the instrument is payable and has the effect
of requiring indorsement by the indicated indorsee for further negotiation
of the instrument.
c. Such presentment is made at a proper place (1) where no place of payment
is specified, but the address of the person to make payment is given in the
instrument, and it is there presented, (2) where no place of payment is speci
fied and no address is given and the instrument is presented at the usual place
of business or residence of the person to make payment, and (3) in any other
case if presented to the person to make payment wherever he can be found,
or if presented at his last known place of business or residence.
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Solution 4
a. $200. The great weight of authority is that a bailee cannot entirely exempt
himself by contract from liability for negligence, and contracts limiting such
liability in the course of a general business with the public are usually held
against public policy. But even where they are not, there must be actual assent
to the conditions modifying the bailee’s liability. The bailor is not required to
read a receipt unless he believes it contains terms.
b. (1) This was a mutual benefit bailment. A mutual benefit bailee must take
reasonable (ordinary) care of the property.
(2) No. While the liability of the bailee may be increased or decreased to
some extent by agreement of the parties, the extent to which a bailee
may relieve himself of liability for his own negligence is limited. The courts
generally enforce provisions relieving bailees from specific perils, but
oppose enforcing provisions relieving a bailee of all liability for his neg
ligent acts, considering these to be against public policy.

Solution 5
a. That (a) the document is genuine, (b) he has a legal right to negotiate or
transfer it, (c) he has knowledge of no fact which would impair its validity
or worth, and (d) he has a right to transfer title and that the goods are mer
chantable or fit for a particular purpose, whenever such warranties would have
been implied if the contract had been to transfer, without a document of title,
the goods transferred thereby.
b. Yes, unless such part delivery has been under such circumstances as to show
an agreement with the buyer to give up the possession of the whole of the
goods.
c. (1) Yes. Subsection 2, Section 9 of the Uniform Sales Act provides that a
purchase price may be made payable in any personal property.
(2) No. Subsection 3, Section 9 of th e Uniform Sales Act provides that where
transferring or promising to transfer any interest in real estate constitutes
the whole or part of the consideration for transferring or for promising
to transfer the property in goods, the Uniform Sales Act shall not apply.

Solution 6
a.

No. An oral undertaking to do a particular act during, at, or after a definite
period of time which is more than a year after making the contract is within
the Statute of Frauds and cannot be enforced. The majority rule is that if
one side is performable in a year and such performance occurs within it
the contract is outside the statute. This rule has particular application to oral
unilateral contracts where, as here, an act is performed immediately in exchange
for a promise to be performed more than a year later. Accordingly, Barber
cannot use the Statute of Frauds as a defense.
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Yes. In any jurisdiction in which the oral agreement would be held to come
within the Statute of Frauds, Platt would have a remedy in quasi contract.
This remedy rests upon the equitable principle that no one may enrich himself
unjustly at the expense of another. When a person acquires money or its
equivalent belonging to another under such circumstances that in equity and
good conscience he ought not to retain it, a quasi-contractual obligation to
return it results. Here recovery would be for $3,000. Had the unjust enrich
ment resulted from services rendered instead of money furnished, recovery
would be for reasonable value of the services.

Solution 7
a. $600. No monthly benefit is suspended for any month in which the individual
did not perform substantial services in self-employment, and did not render
services for wages of more than $80.
b. $700. Black may earn up to $1,200 working through the year without losing
any benefits. His total earnings exceeded that amount by $120. Of this ex
cess, $80 is considered as earnings for the last month of the taxable year
and the remaining $40 as earnings equivalent to $80 for the preceding month.
There being no further excess to charge against the other months, Black is
entitled to $70 a month for those ten months.

Solution 8
a. In the absence of a contrary understanding, an employee is entitled to his own
invention, even where made on his employer’s time and with the use of his
employer’s equipment. In such cases, equity, under the “shoprights doctrine,”
extends to the employer a limited right to use such invention, improvement,
method or device which is, in effect, a free, irrevocable, nonassignable and
nonexclusive license to use it.
b. A del credere agent is a factor who sells goods on credit and, for a higher
commission, guarantees to his principal, performance of the sales contract by
the buyer.
c. The auctioneer acts as agent for the seller in selling the item, and for the buyer
in signing a memorandum of sale. (1) The seller is obligated to carry out the
sale as made by the auctioneer, and (2) the buyer is obligated to accept the
goods in accordance with the terms of the memorandum of sale made by the
auctioneer.
d. Yes. The principal is under an obligation to indemnify the agent against such
loss if not caused by the agent’s fault or misconduct.

Solution 9
a. Yes. A written contract is discharged by alteration when the alteration (1) is
material, (2) is made by a party to the contract, (3) is made intentionally,
and (4) is made without the consent of the other party.
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b. No. When an instrument is altered by one not a party to it and without the
knowledge or consent of one of the contracting parties, the alteration does
not affect the rights of the parties.
c. In general, a lessee may transfer his entire right in the premises by assignment
unless barred by the lease or a statute. In general, a lessee may also sublet
the premises (all or part) for a term less than that of his lease unless the lease
or a statute bars subletting. (If a lease states that the lessee cannot sublet with
out consent of the lessor, the lessor may refuse to give his consent.)
An assignment does not release the assignor of responsibility for terms of
the lease. Unless the assignee expressly assumes responsibility for the terms of
the lease he is bound only as long as he remains in possession. Any lessee
assigning a lease should get a promise from the assignee to assume all burdens
contained in it. Even though the assignee assumes the lease and the landlord
consents to the assignment, the tenant is not released unless a novation occurs.
In the case of a subletting, the original lessee is not relieved of his duty to his
lessor for the payment of rent or for the performance of any of the covenants
in the lease.
As between landlord and a tenant’s assignee there is a privity which binds
the assignee, as long as he is in possession, to observe provisions of the major
lease as to rent, taxes, commission of waste, and so on. On the other hand,
as between the landlord and a sublessee, the latter has no responsibility to
the landlord on the major lease. He is liable only to the tenant (Randolph)
on the sublease.

Solution 10
a. It is a form of guaranty in which, upon the debtor’s default, the guarantor be
comes unconditionally and immediately liable, and the creditor may proceed
at once against the guarantor without proceeding against the debtor.
b. No. In an absolute guaranty there is a guaranty of immediate payment and not
a guaranty of ultimate collectibility. Hence the guarantor becomes directly
liable as soon as the principal fails to perform.
c. Prior to the debtor’s default the creditor has only an equitable right to protect
his interest in collateral given the surety. After the debtor’s default, however,
the creditor has a right to satisfy his claim out of the security given to the
surety. By subrogation the creditor steps into the surety’s shoes regarding
the surety’s right against the principal. While this reduces the property from
which the surety can be indemnified, he loses nothing since the debt for which
he has assumed liability is reduced accordingly. If the surety misapplies the
security given him, the creditor may assert his right against it wherever it may
be found except as to innocent third parties.

Theory of Accounts
May 16, 1958; 1:30 to 5 p.m.

Solution 1
Ordinarily such charges include: (1) the recurring costs of servicing necessary
to keep property in good operating condition; (2) costs of renewin g structural
parts of major plant units; and (3) costs of major overhauling operations which
may or may not extend the life beyond original expectation.
The first class of charges represents the day-to-day service and in general is
chargeable to operations as incurred. These charges should not be to the asset
accounts.
The second class of charges may or may not affect the recorded cost of property.
If the asset is rigidly defined as a distinct unit, the renewal of parts does not
usually disturb the asset accounts, however these costs may be capitalized and
apportioned over several fiscal periods on some equitable basis. If the property is
conceived in terms of structural elements subject to separate replacement, such
expenditures should be charged to the plant asset accounts.
The third class of charges, major overhauls, is usually entered through the asset
accounts because replacement of important structural elements is usually involved.
Other than maintenance charges mentioned above are those expenditures which
add some physical aspect not a part of such asset at the time of its original acquisi
tion. These expenditures may be capitalized in the asset account.
An expenditure which extends the life but not the usefulness of the asset is
charged to the accumulated depreciation account. Better treatment requires retiring
from the asset and accumulated depreciation accounts the appropriate amounts
(original cost from the asset account) and to capitalize in the asset account the
new cost. Often it is diff i cult to determine the original cost of the item being re
placed. For this reason the replacement or renewal is charged to the accumulated
depreciation account.

Solution 2
a. If we assume this is a “pooling of interest,” we would record the transactions
as follows:
Investment in M
Capital stock
Net assets
Investment in M
Paid-in surplus
Retained earnings

$ 100,000

300,000

$ 100,000

100,000
100,000
100,000
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If we assume this is a “purchase” by Z, we would record the transactions
by the following entries:
Investm ent in M
C apital stock
Paid-in surplus
N e t assets
Investm ent in M

$ 3 0 0 ,0 0 0
$ 100,000

200,000
3 0 0 ,0 0 0
3 0 0 ,0 0 0

b. In a “pooling of interests” the ownership interests of two or more corpora
tions become the owners of a single corporation which in turn owns the assets
and businesses of the contributing corporations. This may be in the form of
one surviving corporation or a new corporation may evolve.
In deciding whether there has been a “pooling of interests” or a purchase,
the following factors must be considered:
(1) Is there continuity of business interests, operations and management?
If there is no continuity, the transaction is a purchase.
(2) Are the companies about the same size? If Z is much larger than M,
the transaction is probably a purchase.
If this is a “pooling of interests” the combination is considered to be a
continuation of the ownership, operations, and management of the constituent
companies and the retained earnings of both Z and M should be carried
forward since a new basis of accountability is not present even though the
charter of M is surrendered. However, if this is a purchase, the retained earn
ings of M should not be carried forward under the general theory that amounts
of assets received by Z in excess of the par of the stock issued are paid-in sur
plus. Still another factor in the purchase is that M as a business and entity
ceased to exist, and earned surplus perished with the business.

Solution 3
Though “income” and “value” are closely related concepts, income during a
particular period of time cannot be taken to be a measure of change in value
during that period of time. How much a firm is “worth” (its value) depends upon
expectations about future events, while how much it has earned (its income)
is a matter largely of interpreting past events.
In accounting, income is said to be determined by a process of matching against
realized revenue all expired costs utilized in producing that revenue or applicable
to the period in which the revenue was produced. Thus the following accounting
conventions would make income, so determined, inapplicable as a measure of
change in value.
1. The realization principle. Past experience indicates that the most useful re
sults are obtained by recognizing revenue only when it has been “realized”;
that is, verified by a transaction with someone outside the enterprise. Thus
changes in value are not generally reported as revenue until the item concerned
has been sold.
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2. Price level changes. In estimating value, the only useful approach is to con
sider future events in terms of future purchasing power. But in conventional
accounting, determination of income revenue and costs are considered in
terms of amounts received and amounts expended. Most businesses have assets
purchased when prices were lower than at present, and income is deter
mined by matching against revenue the appropriate expired portion of this
older cost. Value changes, however, are measured by subtracting current value
(perhaps current replacement cost) of the item from the amount received.
3. Intangible factors. Accounting reports concern financial matters and must nec
essarily be expressed in dollars. But there are many intangible factors, vital
in assessing value (future results), that cannot be reduced to dollar terms or
cannot be measured in dollars precisely enough to justify inclusion in financial
statements. These may include such things as access to markets, raw material,
or adequate supply of labor, locations, skill and loyalty of employees and
management, prospective governmental action, and the future economic utility
of the product handled or produced, among many others.
4. Surplus changes. Dividends paid by a firm often cause changes in the value
of that firm even though the income was not affected. Other surplus changes
may reflect value changes without indicating the realization of income.
All of the above conventional accounting practices may be justified on the
grounds of the necessity for objective financial reporting. Accounting reports must
be factual, and though they may necessarily contain many approximations and
estimates of future events, these invariable are done in order to judge what has
happened.

Solution 4
a. An integrated manufacturing company (one in which transfers of products
from one department to another are made) very often produces products that
may be sold at the end of any one of a series of successive operations. In order
to find out whether the cost in any department exceeds the income as measured
by the selling price of the product processed in that department, the company
may transfer products to successive departments at the independent market
price of these products at that stage of processing. This will permit manage
ment adequately to judge the efficiency of operations in terms of the rela
tionship between cost and value-added, on a departmental basis. It also pro
vides significant information for purposes of planning future operations. Also,
some companies may buy similar items from outsiders or sell a portion of
a department’s output. Where additional items are purchased, it may be desir
able for the subsequent department to have all of its incoming units priced
on the same basis.
b. This practice, if no adjustment is made, will result in unrealized profit in inven
tories on hand at the end of the period, which is contrary to the general prin
ciple that income is not realized until there has been a sale outside the enter
prise.
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Two methods of eliminating this intercompany profit may be as follows:
(1) Establish an “allowance for interdepartmental profit” at the time of
transfer, and adjust this allowance and cost of goods on hand at the
time of taking inventory.
(2) Set up the “allowance” only at the time of taking inventory, determining
the amount of unrealized income applicable to the products still on hand.

Solution 5
a. The ABC Co. did not properly record the facts about the lease. The following
entry may be made to correct the records:
Rent income
Rent expense
Prepaid rent

$800
200

$ 1,000

There has been no rent income but there has been rent expense since the
premises were occupied during one-half of March. This view considers the
more-than-proportionate reduction in the annual payment as a partial offset
to loss of revenue and/or additional expenses incident to the delay in getting
access to the premises. This method has the additional advantage of putting
the remaining months of this year on a comparable basis with following
years. That there were some hardships as a result of the delay may be inferred
from the rent reduction made.
An alternate is:
Rent income
Rent expense
Prepaid rent

$800
487

$1,287

The amount above is determined by apportioning the $11,200 over 11½
months. This may be justified on the grounds that it is a result of spreading
the actual cost incurred equally over the months to which the payment relates.
The prepaid rent is then the annual payment, reduced by the part apportioned
to March.
b. The rent payable should be shown as a current liability since it is due and
payable at the balance sheet date.
The rent expense should be shown on the income statement along with
the other usual operating charges to revenue.
The prepaid rent item should be included among the current assets. It
is an item which will enter into operations during the next operating cycle.
Further, treating it this way means that net working capital is not affected by
the decision to pay, or not pay, the liability before the end of the fiscal period.
The existence and terms of the long-term lease should be disclosed by foot
note if the unexpired portion is material.
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Solution 6
a.

Schedule of Power Service Department
Cost Allocation
For the Month Ending April 30, 1957
P r o d u c in g D e p a r tm e n ts S e r v ic e D e p a r tm e n ts
T o ta l

Fixed costs
Variable costs
Total

$2,500
6,800
$9,300

A

$ 500
1,600
$2,100

B

$ 1,000

2,600
$3,600

X

$ 600
1,400
$2,000

Y

$ 400
1,200

$1,600

The two general principles for the allocation of service department costs
applicable under the circumstances are: (1) distribution on the basis of service
or benefit received for the variable costs, and (2) distribution on the basis of
readiness to serve or capacity which must be maintained for the fixed costs.
b. The cost accountant must deal with specific situations by employing cost
formulas to suit each case. This enables him to determine what should or
should not be included in the cost of a product or service. The cost of the
same item may be reported differently depending upon the purpose the state
ment is to serve, that is, the use to which it is put.
Included in the reasons for allocating a part of the cost of one service de
partment to other service departments are: ( 1) more accurate financial state
ments, especially to the departmental level, will result since these costs should
be allocated among producing and other service departments on an appropriate
basis according to “benefits received” ; (2) to accumulate all costs incurred in
any given department to assist in evaluating the operational efficiency of that
department control over costs and cost comparisons must be considered in
the evaluation; (3) in all probability a different base will be used in allocating
each service department cost; (4) more accurate unit costs in the service de
partments will be reflected; and (5) accurate service department costs will
be of assistance in developing cost calculations for new products, designs, and
departments.

Solution 7
On a comparative return basis, the M Co. should put in and operate the con
cessions themselves. The pertinent figures are as follows:
Sales of merchandise
$49,000
Cost of merchandise sold
$40,000
Salaries
7,000
Licenses and payroll taxes
200
Concession advertising
100
Depreciation of equipment
200
Total expenses
47,500
Additional income from concessions
$ 1,500
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The concession income of $1,500 exceeds the rent income of $750. The pro
rata building depreciation, share of heat, light and power, and share of company
administrative expense are eliminated from the analysis since they will continue
under either alternative.
Two other factors must be considered in the decision. One is return on invest
ment in equipment and merchandise. If 6 per cent is considered a satisfactory
return, the above figure of $1,500 must be reduced by $60 (6 per cent on average
investment in equipment of $1,000), but the advantage is still with M Co. opera
tion. Average investment in merchandise of $2,000 also would have to be con
sidered (6 per cent of $2,000).
The other factor is risk. If the M Co. operates the concessions themselves they
assume the risks associated with ownership, whereas if the catering company
operates it, the M Co. assumes virtually no risk. This is an intangible factor, not
susceptible to precise measurement, but a factor the M Co. must consider in
making the decision.

Solution 8
a. The accounting entries would be as follows:

July 1, 1957
Cash
$31,800
Financing expense
200
Equity in accounts assigned
8,000
Accounts receivable
To record the assignment of the accounts. (The credit may have
been to accounts receivable assigned—a contra account to ac
counts receivable.)

$40,000

July 31, 1957
Financing expense
Equity in accounts assigned
To record the additional financing charge on July 31, together
with the reduction in the equity in the assigned accounts re
sulting therefrom.

95

95

August 31, 1957
Financing expense
15
Cash
4,890
Equity in accounts assigned
4,905
To record the receipt of check on August 31, the cash received was calcu
lated as follows: the finance company was entitled to the $32,000 collected
(equal to the original 80 per cent advanced) plus the finance charges of $95
for July and $15 for August, or a total of $32,110; the H IJ Company is entitled
to the total amount collected, $37,000 less the $32,110 calculated above, or
$4,890. The assumption is that the finance company will make the final collec
tions and reimburse the H U Company.
b. The statement presentation on July 31 would include among the current assets
the item “equity in $19,000 of accounts assigned under guarantee” . . . $7,905.
As a footnote to the balance sheet, there would be a statement to the effect
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that the company is contingently liable for accounts assigned under guarantee
in the amount of $11,095. This $11,095 can be calculated in two ways: (1)
$19,000 of uncollected accounts less the equity of $7,905, or (2) the original
liability for the $32,000 advanced, less the $21,000 collected since then, plus
the $95 additional finance charge.
On August 31, 1957, the current assets classification would contain the
item accounts receivable— Finance Company . . . $3,000. There would be no
contingent liability, as the finance company has completely recovered their ad
vance plus their finance charges.
At both dates an appropriate amount of allowance for doubtful accounts
should be deducted from the equity in the accounts receivable. The finance
charges would appear as expense items in the income statements, normally
in a section following the determination of the net income from operations.

Answers to Exam inations, November 1958
Accounting Practice—Part I
November 5, 1958; 1:30 to 6 p.m.

Solution 1
a.

LYNN AND KAY
Statement of Billings to Clients
For the Month Ending May 31, 1958
JOBS

Purchases
10% fee
Expenses chargeable
to clients

Draftsmen’s salaries
125%
Payroll taxes

Partners’ time
Lynn
Kay
Total hilling

C lie n t M
N o . 51

C lie n t H
N o. 52

$1,210.00
121.00

$ 320.00
32.00

23.00
1,354.00

19.00
371.00

312.00
390.00
14.04
716.04

C lie n t L
N o. 53

C lie n t M
N o. 54

T o ta l

$1,530.00
153.00
36.00
36.00

$ 7.00
7.00

85.00
1,768.00

276.00
345.00
12.42
633.42

304.00
380.00
13.68
697.68

48.00
60.00
2.16
110.16

940.00
1,175.00
42.30

240.00
300.00
540.00

120.00
230.00
350.00

130.00
320.00
450.00

240.00
240.00

730.00
850.00
1,580.00

$2,610.04

$1,354.42

$1,183.68

$357.16

$5,505.30
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2,157.30

2,373.00

(f)
( f
(b)

$2,923.00

$2,923.00

Profit to Kay

15.00

$2,908.00

_______

_______

$ 820.70

Profit to Lynn

$17,836.30

42.30
15.00

940.00
790.00
1,615.00
153.00
1,175.00
1,580.00

500.00

25.00
93.00
27.00
27.00
27.00
3,469.00
5,000.00

$ 2,358.00

1,401.53
700.77

(c)
(f)

(c)
(b)
(c)
(c)
(c)
(c)

(a)

(d)
(b)
(b)
(e)
(e)
(b)
(a)

(f )

C redit

P rofit an d L oss
D e b it

2,923.00

$17,836.30

784.00
25.00
54.00

940.00
790.00
1,615.00

(b)
(b)
(b)

(b)
(d)
(e)

125.00

(b)

100.00

2,610.04
1,354.42
1,183.68
357.16
3,000.00

(c)
(c)
(c)
(c)
(a)

)

$ 2,500.00
25.00

C redit

M a y Transactions

(a)
(b)

D eb it

For the Month Ending May 31, 1958

Worksheet

LYNN AND KAY

820.70

Discount on purchases

General expenses

Cash
Petty cash
Accounts receivable:
M —
Job51
H
—
Job52
L
—
Job53
M —
Job54
Furniture and fixtures
Allowance for depreciation on F & F
Taxes withheld — federal income
Taxes withheld — F IC A
F IC A taxes payable
State and federal unemployment
Vouchers payable
Lynn, Cap ital
Lynn, Drawing
K ay, Capital
Kay, Drawing
Jobs in process:
Draftsmen’s salaries
Partners’ time
Purchases
Income

b.

$8,897.30

________

8,897.30

_______

125.00

100.00

2,610.04
1,354.42
1,183.68
357.16
3,000.00

$ 142.00
25.00

500.00

27.00
1.096.00
5,000.00

25.00
93.00
27.00

$8,897.30

1,401.53
700.77

6,795.00

_______

$

C red it

Balance Sheet
D e b it
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Solution 2
a.

Conversion o f Mexican Subsidiary Company Accounts into U.S. Dollars

Mexican Pesos
Dr.
Cr.
Cash
10,000
Accounts receivable—trade 35,000
Inventories
83,000
Fixed assets
175,000
Cost of sales
300,000
Depreciation
7,000
Taxes
15,000
Selling expenses
27,000
Administrative and
general expenses
18,000
Sales—trade
381,000
Accounts payable—trade
7,000
Long-term debt due 1/1/60
100,000
Allowance for depreciation
75,000
Capital stock
100,000
Surplus 1/1/57
7,000
Sub total
Foreign exchange loss
Total

Rate

(A)
(B)
(A)
(B)
(B)
(B)
(B)
(C)
(A)
(D)

.08
.08
.08
.12
.09 1/3
.12
.09 1/3
.09 1/3
.09 1/3
.09 1/3
.08
.08
.12
.12
.12

U. S. Dollars
Dr.
Cr.
$ 800
2,800
6,640
21,000
28,000
840
1,400
2,520
1,680

$35,560
560
8,000
9,000
12,000
840
$65,960

$65,680
280
$65,960 $65,960

Notes:
(A) Rate prevailing at date of acquisition of the subsidiary, 12/31/56.
(B) .12 First 4 mos.
.08 Next 4 mos.
.08 Last 4 mos.
.28 ÷ 3 = .09 1/3
(C) Although long-term debt usually is converted at rate prevailing at time of
acquisition of the subsidiary, use of current rate is more realistic in this case
especially since payment most likely will be made in the eight cent pesos.
(D) Rate at date of acquisition of the subsidiary. (Use of post devaluation rate
might also be acceptable provided a reasonable explanation of basis is given.)

C r.

D r.

Cr.

D o m estic Sub.
D r.

Cr.

Foreign Sub.

Surplus 1/1/5 7

$525,000 $525,000 $36,000 $36,000 $65,960 $65,960

25,000
2,000
840
_______________________________________ (10)

Cash
$ 10,000
$ 1,500
$ 800
Accounts receivable—
trade
30,000
8,000
2,800
Accounts receivable—
merchandise in transit
to domestic sub.
4,000
Inventories
20,000
6,640
Investments at cost:
Domestic subsidiary
900 shares acquired
12/31/56
9,000
Foreign subsidiary
1,000 shares
acquired 12/31/56
12,000
Fixed assets
45,000
3,500
21,000
Goodwill
2,000
Cost of sales
300,000
15,000
28,000
Depreciation
3,000
200
840
Taxes
15,000
400
1,400
Selling expenses
42,000
2,400
2,520
Administrative and
general exp,
35,000
2,000
1,680
Foreign exchange loss
280
Dividends declared
1,000
Sales— trade
$400,000
$21,000
$35,560
Sales— domestic
subsidiary
10,000
Accounts payable— trade
25,000
560
Dividend payable
1,000
Long-term debt
due 1/1/60
8,000
All owance for
depreciation
15,000
2,000
9,000
Capital stock
50,000
10,000
12,000

D r.

Parent Com pany

900

10,000

(6)

(8)
( 10 )
(8)

2,000
840

12,000

10,000

(7)

1,000

12,000
1,800
10,000

(10)
(8)
1,072 (3)

(3)

(4)

9,000

(2) $ 4,000
(4)
1,072

C r.

(8)

( 1 ) $ 4,000

D r.

A djustm en ts an d
Elim inations

69,500
200

29,568

40,800

$ 12,300

Dr.

25,000

26,000
50,000

$ 25,560
100
8,000

C r.

Balance Sheet

Consolidated Statements— For Year Ending December 31, 1957

Parent Companies and Subsidiaries— Working Papers for

38,680
280

$334,072
4,040
16,800
46,920

D r.

$456,560

Cr,

P rofit a n d L oss
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(9)

Minority interest in
profits

Profit for the year

Capital surplus from
consolidation

(7)

Minority interest in
surplus

Minority interest in
cap. stock

(7)

Cr.

Dividend income

D r.

(5)

Cr.

Dividend receivable
from sub.

D r.

Foreign Sub.

(2)

C r.

D om estic Sub.

Accounts payable—
Parent Co.

D r.

Parent C om pany

Solution 2 (Continued)

(8)
(9)

(8)

(5)

(6)

(1)

$46,668

_____ (10)

100

100

900

900

4,000

D r.

D r.

100

D r.

15,668
$152,368 $152,368 $456,560 $456,560

15,668

$46,668 $152,368 $136,700 $440,892 $456,560

______

Cr.

Profit a nd L o ss

840 ______

200

1,000

Cr.

Balance Sheet

840 ______

200
100

1,000

900

900

4,000

Cr.

A dju stm en ts and
Elim inations
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Answers
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Solution 2 (C ontinued)
Adjustment and Elimination Entries
( 1)
Inventories
Accounts payable—parent
To set up payable to parent company for merchandise in
transit
( 2)
Accounts payable—parent
Accounts receivable—merchandise in transit to domestic sub
sidiary
To eliminate intercompany accounts receivable and payable

Sales to domestic subsidiary
Cost of sales
To eliminate intercompany sales

(3)

Debit
$ 4,000

Credit
$ 4,000

4,000
4,000

10,000
10,000

(4)

Cost of sales
Inventory
To eliminate intercompany profit in inventories—25% of
$4,000. (The percentage is parent company’s gross profit
ratio viz. Sales $400,000, Cost of Sales $300,000, Gross
Profit is $100,000.)

(5)

Dividend receivable from subsidiary
Dividend income
To set up dividend receivable; 90% of $1,000

1,072

900

1,072

900

(6)

Dividend payable
Dividend receivable from subsidiary
To eliminate intercompany dividend receivable and payable
(7)
Minority interest in surplus
Dividend income
Dividend declared
To eliminate intercompany dividend income and expense
and to set up minority interest in dividend
( 8)

Capital stock
Surplus
Investment at cost in domestic subsidiary
Goodwill
Minority interest in capital stock 1/1/57
Minority interest in surplus 1/ 1/57
To eliminate investment in domestic subsidiary and to set
up minority interest and negative goodwill. (Investment in
subsidiary was purchased for $1,800 less than proportionate
net book value. Since subsidiary had goodwill on its books
assumption is that lesser valuation was placed on that good
will.)

900

100
900

900

1,000

10,000

2,000

9,000
1,800
1,000

200
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Adjustment and Elimination Entries ( continued)
(9)
Minority interest in profits (P.L.)
Minority interest in surplus (B/S)
To set up minority interest in profit for the year
( 10)

Capital stock
Surplus
Investment at cost in foreign subsidiary
Capital surplus from consolidation
To eliminate investment in foreign subsidiary and to set up
resulting capital surplus

Debit
$ 100

12,000
840

Credit
$

100

12,000
840
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S o lu tio n 3

a.
JONES MANUFACTURING COMPANY
Machine A and B Cost Comparison
Estimated costs
of production
using machine
B
A
Direct materials
Direct labor
Prime costs
Factory overhead exclusive of depreciation
Depreciation
Total costs
Material cost:
Finished unit capacity
Waste factor
Units started in production
(Finished unit capacity
Price per M
Cost

$156,250
234,375
390,625
46,875
$437,500

$222,222
400,000
622,222
88,000
45,000
$755,222

2,500,000 5,000,000
units
units
10%
20%
3,125,000 5,555,555
100% less waste factor)
÷

$ 50.00
$156,250

$ 40.00
$222,222

$156,250
40%
390,625
60%
234,375

$222,222
40%
555,555
60%
333,333
66,667
$400,000

Direct labor:
Material cost
Material cost per cent of prime cost
Prime cost
Direct labor per cent
Direct labor cost
Apply 20% increase
Direct labor cost

$234,375

Factory overhead exclusive of depreciation
Direct labor costs
Rate
Amount
Increase 10%
Cost

$234,375
20%
46,875
$ 46,875

$400,000
20%
80,000
8,000
$ 88,000

A nswers
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Machine A and B Cost Comparison ( continued)
Estimated costs
of production
using machine
A

Depreciation
Cost
Salvage value
To be depreciated
Life used
Annual provision
Unit cost per M

B

$500,000
50,000
$450,000
10 years
$ 45,000
$ 175.00

$ 151.04

*The unrecovered cost of the "A ” machines, being a "sunk” cost, is not pertinent in a decision
whether to replace with more modern machines. Depreciation on the present salvage value should
be included, but the problem does not state what this present salvage value is, nor the remaining
life of the "A ” machines.

b. Other factors which must be considered when making the comparison are:
1. Dismantling costs of the “A ” machines.
2. Salvage on “A ” machines.
3. Installation and remodeling costs associated with “B” machines.
4. The effect of the additional volume on selling and administrative expenses.
5. The long-range effect on the selling price by increasing the supply.
6. Imputed interest on the additional investment in the machines.
7. The alternative use of funds in case the replacement was not made.
c. The comparison requested by the controller, presented in part (a ), would
not be too helpful to management in making the decisions with which they are
faced. Management must decide, first, whether the market for the product can
continue to absorb the increased output for a long enough period of time to
justify the cost of the expansion. If they decide that expansion is not justifi
able, they should then consider replacing these present “A ” machines with
an equivalent capacity (2,500,000 units) to be produced on “B” machines.
The schedule in part (a) compares the cost of producing 2,500,000 units on
“A ” machines with the cost of producing 5,000,000 units on “B” machines;
this is not a valid comparison.
If expansion to 5,000,000 units of capacity is considered justifiable, man
agement must decide how best to achieve the additional capacity. It might be
done by buying more “A ” machines (if they are still available), by continuing
to use the old “A” machines and buying enough “B” machines to get an
added 2,500,000 units of production, or by scrapping the old “A ” machines
and buying enough “B” machines for 5,000,000 unit capacity. The costs
associated with these alternatives are not revealed by the comparison in part
(a ).
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Solution 4
a.

Calculation of gross mark-on percentage and net sales, 1957:
I

11

111

Lower of
Cost or
Market

Retail per
Stock
Books

Retail to
Determine
Gross
Mark-on %

$ 580,790 $1,350,675 $1,350,675
Inventory 12/31/56 (mark-on 57%)
2,272,500 5,179,800 5,179,800
Purchases
Mark-ups (including $221,400 cancellation of
378,500
157,100
mark-downs)
6,687,575
2,853,290 6,908,975
897,600
Mark-downs
Gross mark-on % = 57.33%
6,011,375
6,687,575
[(III — I) ÷ III]
2,853,290
1,851,645
790,097
Inventory 12/31/51 (mark-on 57.33%)
$4,159,730
Net sales

b. Calculation of discount included in inventory December 31, 1957:
Accounts payable 12/31/56
Purchases
Accounts payable 12/31/57
Basis of discounts received
Average per cent discount received
($135,000
$2,147,950)
Discount included in inventory
($790,097 X 6.29%)

$ 245,700
2,272,500
2,518,200
370,250
2,147,950
6.29%
$

49,697

c. Calculation of inventories for comparative balance sheets, December 31, 1956
and 1957:
December 3 1 , 1956

Inventory at lower of cost or market,
gross of discounts and reserves
$ 580,790
Less:
Discounts included in inventories $ 29,040
Reserve for future mark-downs
125,600
154,640
Inventory for comparative balance
sheets
$ 426,150

December 3 1 , 1957

$ 790,097
$49,697
150,500

200,197
$ 589,900
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A nswers
December 31, 1956

December 31, 1957

d. Calculation of gross profit on sales for 1957:
Net sales, as above
$4,159,730
Cost of sales:
Inventory, December 31, 1956
$ 426,150
Purchases, gross
$2,272,500
Purchase discounts received
$135,000
Discount reserve 12/31/56
12,285
122,715
Discount reserve 12/31/57
($370,250 X 6.29%)
23,289
146,004
Purchase discounts credited
Net purchases
2,126,496
2,552,646
Inventory, December 31, 1957
589,900
Cost of sales
1,962,746
Gross profit on sales
$2,196,984
Solution 5
a. Instructions: Place an X in the correct column for each item.

b. Additional Information Required:
1. Are any bonds fully or partially tax exempt? Was interest income which
was purchased when acquiring bonds properly handled? Is there any
bond premium to be amortized? (I.R.C. Sections 61, 103, 171 and 242.)
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2. Is the method of reporting discounts consistent with prior years? May
the reporting of any discount be deferred under prepaid income provisions
of Code? Is bank on cash or accrual basis of accounting? (I.R.C. Sec
tions 61, 446, 451 and 452.)
3. Bond premiums should be amortized to determine tax basis of obliga
tions. (I.R.C. Sections 103, 171 and 1016.)
4. None. (I.R.C. Section 61.)
5. Are there any recoveries from charge-offs in prior years which provided
no tax benefit and should be excluded from gross income? (I.R.C. Sec
tions 61 and 111.)
6. Date acquired and sold; cost and sales price; unamortized premium. If
capital gain, does it qualify for alternative tax table (Schedule D )? (I.R.C.
6 1 , 1001, 1002, 1011, 1012, 1016, 1201, 1211, 1221, 1223, 1231, 1232.
Tax loss is deductible. I.R.C. Sec. 582.)
7. Total compensation paid to officers and their shareholdings required for
income tax return. (I.R.C. Section 162.)
8. None. (I.R.C. Section 163.)
9. Analysis required. No deduction for federal income tax paid or accrued.
Are there any special assessments to be capitalized? (I.R.C. Section 164.)
10. None. (I.R.C. Section 162.)
11. None. (I.R.C. Section 162.)
12. Analysis required. None. (I.R.C. Section 162.)
13. Amortization of bond premiums is deductible where bond interest is tax
able. Premiums on tax exempt bonds should be capitalized and amortized
for purposes of determining bases, although not deductible. Cost and
dates of acquisition, maturity and call needed. Is any premium due to
conversion feature on commercial bonds? (I.R.C. Sections 171, 1016,
1232.)
14. None. (I.R.C. Sections 166 and 582.)
15. Deduction is for depreciation. Obtain data to compute. Determine if new
methods may be used. (I.R.C. Section 167.)
16. Same as No. 15.
17. Not deductible.

Answers to Exam inations, November 1958
Accounting Practice-Part II
November 6, 1958; 1:30 to 6 p.m.

Solution 1
Gross potential rents
Add:
Prepaid rent, end of period
Delinquent rent, beginning of period
Tenants’ deposits forfeited
Total
Deduct:
Vacancies
Space occupied for own use
Prepaid rent, beginning of period
Delinquent rent, end of period
Uncollectible rents
Refunds to tenants
Cash collected for rents

$211,688
$

984
377

100

$42,609
4,925
302
79
80

20

1,461
$213,149

48,015
$165,134

Solution 2
a. Computation of required federal income tax liability, June 30, 1958
$605,875.23
Net income per trial balance prior to adjustments
2,692.13
Deduct: Increased interest expense—adjusting entry #1
603,183.10
Net income per books as adjusted
Add expenses not allowed for tax purposes:
600,000.00
Provision for federal income taxes
25,000.00
Provision for estimated sales returns and allowances
6,845.42
Insurance expense on lives of officers
Excess of pension plan expense over amount dis
bursed by trustee:
$45,000.00
Expense per trial balance
42,858.00
2,142.00
Net amount disbursed by trustee
$1,237,170.52
Total
Deduct amounts allowed for tax purposes not recorded
on books:
Portion of 1954 past service payment (1/10 of
$54,600.00
$546,000)
Depreciation on amount capitalized as buildings by
internal revenue service for year ended June 30,
2,413.60
57,013.60
1956 (1/40 of $96,544)
$1,180,156.92
Net taxable income
$ 608,181.60
Amount of tax (52% less $5,500)
150,000.00
Payment on March 15, 1958
$
458,181.60
Liability June 30, 1958
140
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Solution 2 (continued)
b. Required journal adjusting entries:
( 1)

Interest expense
Federal income tax liability
To charge interest expense with the amount of interest on
the additional assessment of federal income taxes for the
year ended June 30, 1956 incorrectly distributed to the
federal income tax liability account August 17, 1957
( 2)
Provision for federal income taxes
Federal income tax liability
To adjust federal income tax liability to reflect require
ment at June 30, 1958

$2,692.13

$2,692.13

8,181.60
8,181.60

Total Credits
Less: Charges
c. Amount due X from Y and Z

Distribution of net profit:
Lawn rental to Z
Commissions on Sales
Balance of net profit
Total Distribution of Net Profit

b.

Net Profit

25
1,960
340
$2,325

$

$2,325

25
$1,755

______
2,575

$1,700
30

3,035
1,755
$1,280

680
255
935

2,100

______

1,000

$ 100
1,000

__________ ________
Charges
Credits

$4,900

To offset expenses against Sales

Sales

4,900

Explanation

Inventory
Recon
ciliation
at Cost Expenses

X, Y, and Z Joint Venture
Analysis of Transactions
July 2 to 5 , 1958

Construction of stand by X
$ 100
Purchases by X
$1,000
1,000
City permit purchased by Z
50
Purchases by X and Y
1,500
1,500
Sales
(2,450)
Purchase of fire extinguishers by Z
Purchase of stand by Z
(50)
Inventory taken by X
(50)
(25)
Totals
—0—
$2,575

a.

Solution 3

$2,630

______

$2,600
30

500

1,625
2,630
$(1,005)

1,040
85
1,125

500

______

$

_________ Y________
Charges
Credits

405
680
$(275)

265

_____

25
240

140

_____
$680

____

50

90

$

Credits

$600
30
50

Charges

______ Z________

142
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Solution 4
Dr.
Adjustment required:
$ 900.00
Accumulated depreciation
1, 110.00
Gain on sales of automobiles
Provision for federal income taxes
Current year
399.00
Prior years
Provision for depreciation
Other income—adjustment of depreciation provided in
prior years
Accrued federal income taxes
To adjust accounts for change in depreciation on
automobiles from accelerated to straight-line basis
Depreciation as computed originally:
1 9 5 5
____ 1 9 5 6
C______
a r C o st R a te

R a te

A $2,400 9/12 *40%
B
3,200 3/12 40%
C
3,600
D 4,800

A m ount
720
320

3/12 40%
9/12 40%
8/12 40%

9/12 30%
3/12 30%

$

680.00
1,330.00
325.50

1957

$ 780

3/12
9/12
4/12
5/12

1,200
960

A m ount

3/12 20%
3/12 20%
8/12 30%

30%
30%
40%
40%

$ 300
880

1,200
800

$2,940

$1,040

73.50

R ate

Am ount

R a te

Cr.

$3,180

Gain on sales as computed originally:
Car

C o st

A ccu m u lated
depreciation

N et book
value

Sales
price

A
C

$2,400
3,600

$1,800
2,160

$ 600
1,440

$1,500

Gain
$ 900
560

2,000

1,460

Depreciation recomputed on straight-line basis:
1956

1955
C ar

C ost

A
B
C
D

$2,400
3,200
3,600
4,800

R a te
9/12
3/12

A m ou n t

25%
25%

$450
200

—

1 9 5 7

R ate

A m ount

R a te

25%
25%
8/12 25%

$ 600
800
600
—

6 /1 2 25%
1 2 /12 25%
1 2 /12 25%

$650

5/12

$2,000

25%

Am ount
$ 300
800
900
500
$2,500

Gains on sales recomputed:
C ar

C o st

A ccu m u lated
depreciation

N e t boo k
value

Sales
price

Gain
(lo ss)

A
C

$2,400

$1,350

$1,050

$1,500

2,100

2,000

$450
( 100 )

3,600

1,500

$350
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Determination of required adjustments:
Original
com pu tation

R eco m 
pu tation

$ 320
1,200
880
800

$ 200
800
800
500

Accum ulated depreciation:
Car B 1955
1956
1957
Car D 1957

3,200

2,300

Provision for depreciation— 1957

3,180

2,500

G ain on sales
Other incom e— adjustment of
depreciation provided in prior years:
1955
1956

1,460

350

1,040
2,940

650
2,000

3,980

2,650

A djustm en t
d r.(cr.)

$ 900
(6 8 0 )
1,110

(1,330)

Provision for federal income taxes:
Prior years:
T ax o n $1,330 at 30%
Current year
Taxable incom e
Depreciation adjustment

$ 399.00

L ess— Capital gains (orig.)

Capital gains

$5,000

$5,000.00
680.00

5,000
1,460

5 ,680.00
1,460.00

3,540
at 30%
1,062

4 ,220.00
at 30%
1,266.00

1,460
at 25%
365

350.00
at 25%
87.50

204.00

(277.50)
$ 325.50

Sum-of-years-digit method:
Years
1
2
3
4

4 /1 0
3 /1 0
2 /1 0
1 /1 0

40%
30%
20%
10%

10

10 /1 0

100%

Solution 5
(a) Prior Department Cost in Process # 2
Material in Process #1
Conversion Costs in Process #1
To transfer Process #1 costs

$ 9,900

(b) Finished Goods
Prior Department Cost in Process #2
Material in Process # 2
Conversion Costs in Process # 2
To transfer Process # 2 costs

18,000

(c) Cost of Goods Sold
Finished Goods

11,400

$ 6,600
3,300

9,000
5,400
3,600

11,400
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Initial Inventory
New
Total
Spoiled
Net
Final Inventory
Transferred Out

Transferred Out
Final Inventory
Total
Initial Inventory
Equivalent Units

Quantity Schedule
Process #1
200 (1/2)
2,300
2,500
0
2,500
300 (1/3)
2,200
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Process # 2 Finished Goods
200 (1/2)
700
1,100
900
1,600
1,300
100
0
1,600
1.200
1,000
300 (2/3)
600
900

Equivalent Unit Schedule
Process #2
Process #1
Conversion
Conversion
Prior Dept.
Costs
Material
Costs
Material
Costs
900
2,200
2,200
900
900
300
100
200
300
0
2,300
1,100
2,500
1,200
900
200
100
100
200
0
2,300
2,200
1,000
900
1,000

Cost Schedule— Process #1 (Fifo)
Material
Conversion Costs
Unit
Total
Unit
Total
Units
Cost
Cost
Units
Cost
Cost
New
2,300
$3,344
$3.02
$6,946*
2,200
$1.52
Initial Inventory
108
200
560
100
Total
2,500
$7,506
2,300
$3,452
Final Inventory
300
3.02
1.52
906
100
152
Transferred Out
2,200
3.00
$6,600
2,200
1.50 $3,300
*2,300 X 2 X 1.51 = $6,946
Cost Schedule— Process #2— Average
Material
Conversion Costs
Unit Total
Unit Total
Units Cost Cost
Units Cost Cost
900 $6.00 $5,400b
1,000
$4,010
0
100
0
390
900
$5,400
1,100 $4.00 $4,400
0
200 4.00
0
800
900 6.00 $5,400
900 4.00 $3,600
a9,900 — 100 = 9,800
b900 X 3 X 2.00

Prior Dept. Costs
Unit
Total
Units Cost
Cost
New
1,000
$ 9,800a
Initial Inventory
200
2,200
Total
1,200 $10.00 12,000
Final Inventory
300 10.00 3,000
Transferred Out
900
$ 9,000

Final Goods Schedule— Fifo
Cost
Units
New
900
$20.00
Initial Inventory
700
19.00
Total
1,600
Final Inventory
100
19.00
900
20.00
Transferred Out
600
19.00

Total
Cost
$18,000
13,300
$31,300
1,900
18,000
$11,400

Combined

$300

$1,045

100

$100
80

____

170

4

5.1

20
400

50

10

375.9

10

______

$

_____
$410

57

5
45

218

5

$ 80

$105

____

5

5
10

40

$ 10

$500

____

35
10
15

20 30

10
5
385

$ 5
35
5

$110

____

100

$ 10

Bridge
Special
“A ” Sinking Working Assess
General Bond Fund Capital ment Trust

CITY OF BATTLE RIVER, MICHIGAN
Funds
June 30, 1958

Accounts receivable—General fund ............................ $ 10
Amount available for retirement of bonds ...............
151
Amount to be provided for retirement of b o n d s ...........
149
Appropriation expenditures .............................................
375.9
Assessments receivable—Current ....................................
5
Assessments receivable—D e fer r ed ....................................
35
Assessments sale certificates .............................................
5
Bonds authorized—Unissued ...........................................
100
Cash in banks ......................................................................
350
Cash for construction ........................................................
10
Cash for interest payments .............................................
5
Construction expenditures .................................................
385
Construction work in progress fixed asset f u n d ...........
50
Cost of services ren dered ...................................................
40
Due from agency fund (for general fund) ..................
50
Due from general fund (working capital fund) ...........
5
Due from utility fund (working capital fund) .............
10
Encumbrances ......................................................................
70
Estimated revenues ..............................................................
400
Expenditures—Bridge ..........................................................
100
Expenditures chargeable against res. for encumb..........
5.1
Fixed assets ..........................................................................
1,735
Governmental unit’s share of c o s t ....................................
10
Improvements authorized ...................................................
15
Interest and penalties receivable on taxes ...................
9
Inventory material and supplies .......................................
25
Investments ............................................................................
318
Operating expense ................................................................
75
Prepaid insurance ................................................................
10
Required annual earnings .................................................
5
Required installment contributions ................................
45
Taxes expense ......................................................................
5
Taxes receivable ..................................................................
227
Taxes receivable for other u n it s .......................................
70
Utility’s customers’ deposit cash f u n d ..............................
40
Utility’s sinking fund assets .............................................
100
$5,000

(In terms of thousands)

Solution 6

40
100
$1,000

5

75
10

20

$ 100

Utility

$151
149

$300

____

$130

____

70

$ 60

General
Bonded
Debt Agency

650 1,050

50

______
$1,100

$

Fixed
Assets
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Accrued liabilities— U tility fund ......................................
Appropriations ...........................................................................
Billings for s e r v ic e ....................................................................
Bonds payable ..........................................................................
Capital ..........................................................................................
Contracts payable ....................................................................
Contracts payable—Retainage ...........................................
Contribution revenue .............................................................
D u e to general fund (from agency fu n d ) ....................
D u e to working capital fund (from general fun d) . .
D u e to working capital (from utility fu n d ) ...............
Earnings— Sinking f und ......................................................
Endowm ent earnings fund balance ..................................
Endowment principal fund b a la n c e ....................................
Governmental units contribution and grants in aid . .
M atured bonds p a y a b le ...........................................................
Operating revenue ....................................................................
Reserve for authorized expenditures .............................
Reserve for depreciation ......................................................
Reserve for encumbrance ....................................................
Reserve for estimated losses— Current ............................
Reserve for estimated losses— Delinquent .....................
Reserve for estimated losses— Interest and Penalties .
Reserve for retirement o f utility sinking fund bonds .
Revenues ......................................................................................
Surplus and fund b alances ..................................................
Taxes collected in a d v a n c e ....................................................
Taxes fund balance ...............................................................
Unappropriated surplus— Interest ......................................
Utility’s customers’ deposit p a y a b le ....................................
Utility sinking fund revenue ...........................................
Vouchers payable ....................................................................

(In terms o f thousands)

45
$300

140

$5,000 $1.045

$410

1.5

.5

50

$300

5

20

200

$ 25
5

404
50
10

5

380

5
2

5
380 $
41
550
50
25
5
45
50
5
10
6
10
100
500
50
90
600
33
75
15
22
1.5
90
404
1,492.5
10
80
5
40
10
200
$105

10

1

6

45

50

$ 41

$500

5

15

30

400

$ 50

Special
Sinking W orking Assess 
Fund C apital m ent

25
10
20
1

$

C om bin ed General B ond

“A "

Bridge

June 30, 1958

Funds

CITY OF BATTLE RIVER, MICHIGAN

$110

_____

$ 10
100

Trust

20

90

330

90

500

10

200

5

$1,000

_____ 5

$

$1,100

______

$1,100

$300

_____

$300

$130

____

$ 50

G eneral
F ixed B onded
U tility A ssets D e b t A gen cy
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CITY OF BATTLE RIVER, MICHIGAN
Fund Balance Sheets
June 30, 1958

General
Assets
$ 10,000

Cash in Bank
$ 100,000

Taxes receivable—Current
Reserve for estimated losses
Interest and penalties on taxes
Reserve for estimated losses

10,000

4,000
1,000

70,000

Taxes receivable—Delinquent
Reserve for estimated losses

20,000

90,000
3,000
50,000
10,000

Accounts receivable

50,000
$213,000

Due from Agency fund

Liabilities and Fund Balance
Liabilities:
Due to Working Capital fund

$ 5,000

Taxes collected in advance

10,000

Reserve for encumbrance

19,900
140,000

Vouchers payable
Unappropriated Surplus—January 1, 1958
Appropriations:
Appropriations
Appropriations expend.
Encumbrances
Excess of expenditures and encum
brances over appropriations
Revenue:
Revenue
Estimated revenue
Excess of Revenue over estimated revenue
Net decrease in Surplus
Unappropriated Surplus—June 30, 1958

$ 50,000
$380,000
$375,900
20,000

395,900
15,900

$404,000
400,000
4,000
11,900
38,100
$213,000
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CITY OF BATTLE RIVER, MICHIGAN
Fund Balance Sheets
June 30, 1958
Utility Fund
Operating
Cash
Inventory
Prepaid Insurance
Customer deposit cash fund
Sinking fund assets
Plant
Fixed assets
Less reserve for depreciation
Operating
Vouchers payable
Accrued liabilities
Due to working Capital fund
Utility customers’ deposits payable
Plant
Bonds payable
Governmental units contribution and grants in aid
Unappropriated Surplus—January 1, 1958
Revenue
Expenses

$100,000
20,000
10,000
40,000
650,000
30,000
5,000
5,000
10,000
40,000

$100,000
80,000

Reserve for retirement of utility Sinking fund bonds
Surplus—June 30, 1958

20,000

$170,000
100,000
620,000
890,000

60,000
200,000
500,000

20,000
40,000
90,000
130,000
$890,000

Special Assessment Fund
Cash
For construction
For interest payments
Assessments receivable
Current
Deferred
Sales certificates
Governmental Units share of cost
Improvement authorized
Bonds Payable
Reserve for encumbrance
Reserve for authorized expenditure
Less: Construction expenditures
Encumbrances
Excess of expenditures and encumbrances
over expenditure authorized
Fund balance—January 1, 1958
Unappropriated surplus—Interest

$10,000
5,000
5,000
35,000
5,000

$385,000
30,000

$400,000

$15,000

45,000
10,000
15,000
$85,000
$50,000
30,000

415,000
(15,000)
15,000
5,000
$85,000

Auditing
November 6, 1958; 9 a.m. to 12:30 p.m.

Solution 1
a. The major characteristics of a satisfactory system of internal control are as
follows:
(1) A plan of organization which provides appropriate segregation of func
tional responsibilities among departments and continuous within a de
partment.
(2) A system of authorization and record procedures adequate to provide
reasonable accounting control over assets, liabilities, revenues and ex
penses.
(3) Sound practices to be followed in performance of duties and functions
of each of the organizational departments.
(4) A degree of quality of personnel commensurate with responsibilities.
b. The sources of evidence and their use in evaluating the system of internal con
trol may be stated as follows:
(1) Organizational charts provide evidence as to whether there has been a
planned segregation of functional responsibilities among departments.
In case there is no formal, drawn chart, it would be appropriate for the
auditor to sketch such a chart for his own use.
(2) Procedural manuals or handbooks furnish evidence about the authoriza
tion, recording, and stewardship functions as applied to assets, liabilities,
revenues and expenses, evidence about personnel, and evidence about
the performance of duties.
(3) Another source of information would be an inquiry of responsible officers
making sure to include those concerned with separate business functions.
These inquiries can be used to ascertain quality of personnel, compliance
with planned duties and functions, and compliance with the authoriza
tion and record system.
(4) Inquiry of accounting department personnel. These inquiries can be used
as in 3 above, with particular emphasis upon conformance to the author
ization and record procedures.
(5) Inquiry of personnel other than department heads and in departments
other than accounting which include those employed in assembling infor
mation used in the accounting process or having to do with stewardship
of assets. These inquiries can be used as in 3 and 4 above.
(6) From an inspection of the chart of accounts, record system and forms
in use, the auditor can decide whether or not control accounts, pre
numbered forms and other internal check devices are used or tied to
the records to facilitate reasonable accounting control over assets, liabil
ities, revenues and expenses.
150
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(7) By observation of the steps through which several transactions go until
ultimate completion, the auditor can ascertain if there is in fact a segrega
tion of functional responsibilities, compliance with the system of author
ization and record procedures, sound business practices and quality of
personnel.
(8) A consideration of collateral control procedures such as cost systems,
budgetary control, material and production controls, the use of internal
audit staffs and appropriate business machines will reveal information
about segregation of functional responsibilities, authorization and record
procedures, quality of personnel and sound practices.
(9) By remaining aware of and alert to the interrelation of transactions after
selected audit procedures have been set in motion, the auditor will be
in a position to make judgments about segregation of responsibilities,
and conformance to authorization and record procedures, and the quality
of the personnel engaged in the activities.
(10) By inspecting the permanent file maintained with the client and audit
working papers of previous years, which usually are located in the audi
tor’s office, the auditor can be on guard about past inadequacies and
can center attention on ascertaining whether or not past weaknesses noted
have been approved or continued compliance with a strong control system.

Solution 2
The following steps would be taken:
a. Explain to Mr. Alexander the types of audits and reports made by auditors,
and ascertain the type of audit and report he desires.
Ascertain the date of the last audit, if any, and read the report.
Become familiar with the nature of the corporation’s business and the ac
counting problems it involves by appropriate research.
Study the corporation’s organization and operations as to:
(1)
(2 )
(3)
(4 )
(5)

Products and processes
Geographical locations
Plant and other facilities
Organizational structure
Financial statements

e. Make a general review of the system of internal control and accounting
procedures.
f. Determine the present conditions of the records and their anticipated condi
tion at the date of audit.
g. Determine the date the records will be available and the date the report is
expected.
h. Prepare a broad outline of the audit program and probable staff requirements
in view of any assistance from company employees.
i. Budget the job, estimating hours and expense, and project cost estimates.
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Hold a conference with Mr. Alexander to deliver the estimate, pointing out
to him that the fee estimate may have to be changed under certain circum
stances.

Solution 3
a. The two principal problems facing the auditor are: (1) the impracticability of
observing a physical inventory to make test counts of the inventory quantities,
and (2) the auditor’s responsibility with regard to the stock being held for
customers.
b. Since it is impractical to make test counts of the inventory quantities, the
auditor must place his primary emphasis upon sight-testing the inventory for
reasonableness and determining the reliability of the internal control and the
accounting procedures for the book quantities. He would determine the latter
by a careful review of (1) internal control over shipments; (2) method of
handling production reports, sales invoices and related shipping documents;
(3) proof of production records and sales; (4) an actual testing of recorded
entries; and (5) the consistency of results between the two independent per
petual records maintained on stock owned by the company. If the internal
control and accounting procedures were determined to be unreliable the auditor
could not render an unqualified opinion.
The auditor’s responsibility with regard to the stock held for customers
pertains to the possibility of customers’ accounts being short by improper
sale by the company and the possibility of the company’s inventory being
inflated or deflated by improper book transfers to and from the stock being
held for customers. In dealing with these possibilities, the auditor must again
direct his attention to internal control over this stock and the procedures used
to account for it. The auditor’s responsibility in connection with the customers’
stock would include obtaining direct confirmation from a substantial number
of customers and comparing the replies therefrom with the balances reflected
by the perpetual record maintained on stock owned by customers.
The audit steps to be taken are as follows:
(1) Company inventory:
(a) At year end obtain a listing of the quantities of items reflected on
the perpetual ledger and sight-test items having material quantities,
giving special attention to the reasonableness of such quantities in
view of the stock sighted.
(b) Select a representative number of items from the floor and determine
that they are being reflected in the inventory.
(c) Support entries to the perpetual ledger maintained at the plant office
with production reports and sales invoices for a period of two
months. Prove the production records by comparing output to pro
duction expected from purchasing of produce. Select the last month
of the year as one test month. Scan the accounts for unusual entries
in other months.
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(d) Review the perpetual record at the main office for required adjust
ments to reflect inventory reported by the plant office at year end.
(2) Customers’ stock:
(a) At year end obtain a complete listing of the quantities of items being
held for customers as reflected by the unit perpetual ledger. Sighttest items having material quantities, and give attention to the reason
ableness of such quantities considering the stock sighted.
(b) Request direct confirmation from a substantial number of customers
who normally store stock with the client. Compare the replies to
these requests with the quantities under (a) and investigate material
differences. Mail second confirmations where necessary.
(c) Make a test comparison of the customers’ stock ledgers to the record
of monthly rental charges to determine that customers with stock
shown in storage are being charged in accordance with the terms of
their contracts, and, conversely, that no charges are recorded to cus
tomers for whom the ledgers show no stock is being held. If neces
sary, request direct confirmation from a representative number of
customers of their monthly rental charges and payments in this
connection.
(d) Scan the customers’ ledgers for the following items: customers’ ac
counts not frequently cleared (these are the accounts in which
improper transfers are most likely), and unreasonably large additions
or deductions near the end of the year.

Solution 4
The wording of the usual short-form opinion on examination of financial state
ments is designed for an expression of opinion on the fairness with which such
statements present financial position (balance sheet) and results of operations
(statements of income, retained earnings, and capital changes). “A n opinion as
to conformity of financial statements with generally accepted principles of account
ing” is one of four standards of reporting to which accountants should comply
when expressing an opinion for profit-making organizations whose statements
have been prepared on an accrual basis. They do not apply in the same degree
and in the same manner to the financial statements of organizations which are
not operated for profit, such as hospitals, or for statements which are not prepared
on an accrual basis, including the statements of nonprofit organizations and organ
izations operated for a profit, particularly individual proprietorships and partner
ships.
(1) The standard pertaining to conformance of financial statements with gener
ally accepted principles of accounting does not apply to the statements of the
XYZ Market, because it does not purport to set forth financial position and
results of operation. In reporting on statements which do not so purport the
auditor should make sure that it is clearly stated what they do purport to
present and the basis on which they have been prepared. An opinion should
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be expressed as to whether or not the statements fairly present the data on
the basis indicated.
(2) The financial statements of the Raintree County Hospital may reflect ac
counting practices which differ in some respects from those followed by busi
ness enterprises organized for profit. Often the principles applicable to non
profit organizations are not as clearly defined as those applicable to businesses
organized for profit. Because the practices followed by the Raintree County
Hospital have been clearly defined, the auditor may state his opinion as to
conformity of the statements of financial position and results of operation
either with generally accepted accounting principles or alternatively, but less
desirably, with accounting practices for nonprofit organizations.

Solution 5
a. It is recommended that the trust agreement be amended to specifically state
that the assets should be valued at market in order to forestall any controversy
on the subject. Trust funds ordinarily operate exclusively on the basis of the
market value of the assets of the fund in the determination of a new partici
pant’s interest in the fund (usually expressed in terms of units) and in de
termining the amount due to a withdrawing participant. A balance sheet
reflecting assets owned at cost would serve no useful business purpose and
for that reason in such cases it is a completely acceptable practice to reflect
the assets at market for balance sheet purposes.
b. The auditor need have no hesitancy in such cases in referring to “generally
accepted accounting principles,” Usually of greater importance to the trustees
of the trust is the question as to whether the statements have been prepared
in accordance with the plan of the trust fund. It would be acceptable but
not mandatory to say “in accordance with the plan and generally accepted
accounting principles.”
c. The installation of an air conditioning system, and extensive remodeling
would tend to substantiate the lessee’s intention to purchase the building at
the end of ten years. Also, it doesn’t seem that an ordinary building would
depreciate to 50% of the current market value in that time; therefore, it is
concluded that probably the lessee will exercise his option to purchase the
building and it should be reduced to a $125,000 value over the ten-year
period. It is suggested that:
(1) The trustees determine the per cent of return which is deemed reason
able for this class of investment.
(2) The present value of the remaining rents to be received and the present
value of the $125,000 as of each year end should be computed.
(3) The building should be valued at the total of the present values at each
year end, writing the decrease in carrying value off against the rental
income received during the year.
d. A disclosure of the lease should be made. A footnote such as the following

155

A uditing—N ovember, 1958

would suffice: “The trust has entered into an agreement with ‘X ’ Company,
wherein the rental properties are being leased at $21,000 per year for a
period of ten years. The lessee has the option to purchase the properties for
$125,000 at the termination of the lease.”

Solution 6
a.

Trans.
N o.

D escription

Cash

P roperty

A llo w 
ance
f or
D epre
ciation

D eferred
R en tals
D epre
U nder
ciation
B ailm ent
R en t
L eases E xpense E xpense

1. N o entry required. T he com pany can
n ot record this as property since it
does not have title to the trucks and
reserves the right at any tim e to give
possession o f the trucks to the bank
during the term o f the contract.
2. T otal rental installm ents paid under
the contracts during the year:
C on tract
N u m ber
1
2
3

A m ou n t
12 m onths at $2,500
3 m onths at $2,000
12 m onths at $3,000

$30,000
6,000
36,000
$72,000 ($72,000)

$14,400

$57,600

Since it is the practice o f the com 
pany to depreciate the trucks over a
5-year period, one-fifth o f all rental
paym ents are deferred until the end
o f the terms o f the leases when title
is obtained and the deferred rentals
w ill b e transferred to property and
depreciation taken thereon for the
final year o f their estimated lives.
3. Transfer o f deferred rentals on con
tract com pleted during 1958 (N o . 2
— 4 / 1 /5 4 to 3 /3 1 /5 8 ) — one-fifth o f
$96,000 (20% o f all rentals paid—
property value at beginning of 5th
year)
D epreciation provided on above after
transfer to property account. 9 /1 2 of
$19,200
Totals

$19,200

(19,200)
($14,400)

$14,400

($72,000) $19,200 ($14,400)

($ 4,800) $57,600 $14,400
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b. The following disclosures relating to the lease bailment contracts would
appear on the balance sheet:
(1) The following item would be presented under the caption Deferred Debits:
Deferred payments under lease bailment contracts (See Note
A)
$24,600
(2) Note A would read as follows:
The Company finances the purchase of its trucks under lease bailment
contracts with the First National Bank in Brendon which leases
provide for their termination at any time on the part of the Com
pany upon relinquishing possession of the trucks to the bank. Rentals
are paid in equal annual installments over a period of 4 years, the
terms of the contracts, at the end of which time titles to the trucks
are obtained by the Company. The estimated depreciable lives of
the trucks is 5 years and it is the practice of the Company to defer
20% of all rental payments until the end of the contracts, to transfer
the portion of the installments thus deferred to the property ac
counts, and to depreciate such costs in the final year of their de
preciable lives. At December 31, 1958 the Company was contin
gently liable under lease bailment contracts in the amount of
$141,000.
The Deferred payments under lease bailment contract amount is computed
as follows:
Per Cent
Amount
Total Payments
Contract
Deferred
Deferred
To Date
No.
20%
$ 6,000
1
$ 30,000
20%
18,600
93,000
3
$24,600
20%
$123,000
The contingent liability is computed as follows:
Number
Term
Contract
Months
From
To
No.
36
1/1/59
12/31761
1
17
1/1/59
5/31/60
3
Total

Total
Amount
$ 90,000
51,000
$141,000

Solution 7
a. The following steps would be taken in connection with the cash shortage:
(1) Gain possession of all records which are in support of cash receipts.
These will include cash journals, duplicate deposit slips, bank statements,
bank reconciliations, and water users’ paid bill stubs or other evidence
of the payment of accounts receivable.
(2) Make provision for the safekeeping of all records in order that none are
destroyed, changed, or tampered with in any manner or form.
(3) Prove the correctness of the entries in the book of original entry—the

A uditing— N ovember, 1958

157

cash receipts journal—for the purpose of determining whether or not
the incoming cash had been properly accounted for. This step will point
up the nature of the procedures used in abstracting cash from the District,
(4) Examine the methods used in reconciling the bank account during the
period.
(5) Make a comparison of the funds accounted for in the cash receipts
journal with the deposits recorded on the bank statements. This step
should be scheduled in detail.
(6) Secure copies of the bank statements for months of July to February
directly from the bank.
(7) Request a special meeting of the Board of Commissioners to present the
dfficulties which have been found as a result of the audit.
(8) Request permission and authority to audit such records as you believe
should be examined for the period prior to July, 1957 in order to de
termine when the shortage first occurred and the total amount of the
shortage.
(9) Request the Board of Commissioners to retain legal counsel to review
the matter and cooperate with you in your findings.
(10) Check the terms of the fidelity bond with the attorney in order that
requirements for notification, etc., can properly be made to protect the
District’s position.
b. Inasmuch as there has been a lapse of four years since the last audit, an
unqualified opinion could not be rendered. It would be necessary to qualify
the opinion to include a statement that the balances disclosed by the records
at the beginning of the year were accepted without further verification, ex
cept as noted with respect to the examination of the bank account in con
nection with the cash shortage.
Accounts such as “Receivables,” “Inventories,” and “Payables” would
have to be determined from the best available sources at the beginning of
the audit period. These sources will center in the books and records, and
without a comprehensive audit of the balances of these accounts it would
be impossible to state that they are accurate. The accuracy of these accounts
can be proved at the end of the period. It should be stressed that the value
of the audit is apparent in view of the discovery of the cash shortage. An
audit of this type is mainly for the purpose of verifying the accuracy of the
handling of funds and not for credit and financing purposes.
c. A full disclosure of the cash shortage should be made in the audit report,
including a complete description of the findings as to the amount of the
shortage and the records and dates involved, supported by appropriate de
tailed schedules.
It also would be appropriate to recommend changes in the accounting
records and procedures and improvements in internal control designed to
reduce the possibility of future shortages.
Under no circumstances should the auditor make any accusations against
any of the employees or ex-employees of the District, even though it appears
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that either one or more of these people are guilty. The attorney should
handle all phases of determining who is responsible for the shortage. The
auditor should remember that his job is to determine the facts with respect
to the shortage in such a manner as to be able to present such facts in court
in connection with any legal action which the District may take as a result
of his findings.

Commercial Law
November 7, 1958; 9 a.m. to 12:30 p.m.

Solution 1
a. No. When a signature is forged it is wholly inoperative, and no right to
enforce payment of the instrument against any party can be acquired through
or under such signature unless the party is precluded from setting up the
forgery.
b. Clark is liable to all subsequent holders in due course on his warranty as to the
genuineness of the instrument. While Section 23 of the Uniform Negotiable
Instruments Law provides that a forged signature to an instrument is wholly
inoperative, it provides also that a right to enforce payment against a party
thereto may be acquired if the party is precluded from setting up the forgery.
Under Section 66 of the Uniform Negotiable Instruments Law every in
dorser who indorses without qualification warrants to all subsequent holders
in due course (1) that the instrument is genuine and in all respects what it
purports to be, (2) that he has a good title to it, (3) that all prior parties
had capacity to contract, (4) that the instrument is at the time of his in
dorsement valid and subsisting, and (5) that on due presentation it shall be
accepted or paid, or both, according to its tenor, and that if dishonored and
necessary proceedings are taken he will pay the holder, or any subsequent
indorser who may be compelled to pay it. Under this Section an indorser
may be precluded from setting up forgery of the drawer’s signature and is
bound to subsequent parties by his indorsement.

Solution 2
a. No. Real mutuality of engagement is lacking because Bradner’s promise is
illusory. He has not promised to buy any of Kemp’s product, but only to
purchase if he desires any, which is not a binding promise at all.
b. Thurber’s contention will prevail. When parties contract regarding a particu
lar subject matter and the subject matter specifically essential to the per
formance of the contract is destroyed through no fault of either party, the
contract is discharged.
c. Greene’s contention will prevail. When a person is unable to perform a con
tractual obligation because of impossibility of performance created by him
self, he cannot use such impossibility as an excuse for failure to perform.

Solution 3
At his election, Forsythe may (1) accept the goods and set up against Mercer
the breach of warranty by way of recoupment in diminution or extinction of the
price; (2) accept the goods and maintain an action against Mercer for damages
for the breach of warranty; (3) refuse to accept the goods, and maintain an
159
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action against Mercer for damages for the breach of warranty; or (4) rescind
the contract to sell or the sale and refuse to receive the goods, and recover the
price or any part thereof which has been paid.
When one of the available remedies has been claimed and granted, no other
remedy can thereafter be granted. What precludes recourse to another remedy
is not the mere election of a particular remedy but its being claimed and granted.

Solution 4
a. (1) The purpose in having cumulative voting stock is to provide means by
which a minority group of stockholders may obtain representation on
the Board of Directors of a corporation.
Each stockholder is entitled to a number of votes equal to the num
ber of directors to be elected multiplied by the number of shares he
owns, and he may distribute his votes among the candidates he desires.
(2 ) No, unless Gordon had cast less than 851 votes for one of his candi
dates. With Gordon casting 851 or more of his votes for a candidate
preferred by him, Young and Stephens could not elect more than six
directors, for to elect seven, Young and Stephens would have to cast
more than 851 votes for each of the seven. This is not possible, for
dividing 5,950 votes equally among seven candidates would give each
one only 850 votes.
b. “Cumulative” as applied to preferred stock means that when the stipulated
dividends for preferred stock are not paid for any year the arrears are ac
cumulated and are payable out of earnings of subsequent years, and must
be paid in full before a dividend is declared on common stock.
“Participating” as applied to preferred stock means that such preferred
stock shares with the common stock in the distribution of excess earnings
or excess assets of the corporation, or both. When the participation is as to
earnings, the stipulated dividend is first paid on the preferred stock, then
the common stock is paid an amount equal to the dividend paid on the pre
ferred, and then any further distribution is divided between the preferred
and common stock. Such a division is to be made ratably when the preferred
stock is fully participating, and according to any stated limitation when the
preferred stock is given limited participation. When participation by pre
ferred stock is as to excess assets, on dissolution the preferred and common
stock first receive par value, or some stated amount if there is no par value,
out of the distributed assets and the remaining assets are then divided equally.
c. (1) A debenture bond is an unsecured obligation based only upon the
general credit of the debtor.
(2) An income bond is an obligation providing that payment of interest
thereon is conditioned upon earning of applicable income.
(3) A collateral trust bond is an obligation secured by pledged collateral
(usually securities).
(4) A participating bond (sometimes called “profit-sharing” ) is an obliga-
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tion which provides, in addition to the usual return, that the holder
will share with the stockholders in corporate earnings.
(5) A convertible bond gives its holder a right to exchange it for some
other security, usually common stock of the corporation.

Solution 5
a. Conklin. Conklin becomes entitled to the rights previously possessed by Os
mun against the collateral. Where the duty of the principal (Raines) to the
creditor (Osmun) is fully satisfied, the surety (Conklin) to the extent that
he has contributed to this satisfaction is subrogated to the rights of the creditor
against the principal and to the interest which the creditor has in security
for the principal’s performance and in which the creditor has no continuing
interest.
b. By expressly assuming the mortgage debt, Masters acquired personal liability
therefor to Endicott. But Levins, nevertheless, still remained liable as debtor
to the mortgagee (Endicott). Both being liable to Endicott, the law assumes
that, as between the mortgagor (Levins) and the purchaser (M asters), the pur
chaser (Masters) is primarily bound to pay the mortgage and that a suretyprincipal relationship exists between them in which the purchaser (Masters)
is the principal and the mortgagor (Levins) the surety. Had Masters pur
chased the property subject to the mortgage instead of assuming the mort
gage obligation, he would have incurred no personal liability on the mortgage
obligation.

Solution 6
(1) Yes. He has a remedy in quasi contract. He has no cause of action in con
tract because the promise to pay him a substantial percentage of the profits
was too indefinite, vague and incomplete a promise to constitute an offer
the acceptance of which would create a definite contractual obligation. How
ever, when such an indefinite, vague and incomplete promise is made,
there is complete or partial performance by the promisee, and the promisor
benefits thereby, a quasi-contractual obligation is imposed upon the promisor
to pay a fair value for the benefits received. Darrow would recover whatever
amount would, under the circumstances, constitute reasonable or fair value
for the services rendered.
(2) As the Darrow item presents the only problem, you should be able to report
the sum total of actual liabilities as of March 31, 1958 except as the Darrow
claim may affect it. As to the Darrow claim, it would be essential to report
additionally the facts as to its existence, and the uncertainty as to its status
and amount.
(3) As your inability to determine whether there is any sum due Darrow, or its
amount if there is a liability, is due basically to a legal problem, the proper
exercise of professional judgment would seem to require that as to the Darrow
item you (1) inform your client as to the facts you have ascertained and
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(2) recommend that he communicate with the syndicate from which he is
purchasing the capital stock so that it may take such steps as are available
or agreeable to it to bring about such valid agreement between the corpora
tion and Darrow, or such legal determination or decision as to his claim or
rights, as will make it possible to decide factually as a matter of accounting
whether there is a liability to Darrow as of March 31, 1958, and, if so, its
specific amount.
(4) No. Reporting the facts would require indicating the existence but not the
solution of any legal question. The report, either factually or as a matter
of professional opinion, recommendation or advice, should not include state
ments or representations as to the nature, validity or worth of Darrow’s
claim in law or in equity, even though the accountant may have definite and
even decided views on the subject. It is not within the scope of the account
ant’s engagement or of his professional competence and responsibility to
give legal advice on legal questions that develop. Problems basically unrelated
to accounting and within the province of some other profession should be
solved by someone suitably competent in such area. This takes into account
not only that services definitely within areas of specific professions should be
performed with appropriate professional or equivalent competence but also
that in some professions (law, medicine, etc.,) their practice is restricted
by law to those admitted or licensed.

Solution 7
a. (1) The National Fair Labor Standards Act (Wages and Hours Law).
(2) It prohibits his employment. Subsection ( c ) , Section 12 of the National
Fair Labor Standards Act states that no employer shall employ any oppres
sive child labor in commerce or in the production of goods for commerce.
The 12th ( “ell” ) subsection, Section 3 of the Act defines one form of op
pressive child labor as a condition of employment under which any em
ployee under the age of sixteen years is employed. There is exempted from
designation as oppressive child labor, through provisions in the 12th ( “ell” )
subsection of Section 3 and subsection (c) and (d) of Section 13, employ
ment in certain specified occupations of anyone under sixteen years of
age by a parent of or by a person standing in place of a parent to such
employee, and employment of anyone under sixteen years of age in agri
culture outside of school hours in his school district, or as an actor
or performer in motion pictures or theatrical, radio or television pro
ductions or in the delivery of newspaper to consumers. Tom Thumb’s
employment is oppressive child labor as it does not fall within any of
the indicated exemptions.
b. (1 ) No. While Subsection ( d ) , Section 7 of the National Fair Labor Stand
ards Act does provide that “the regular rate” shall be deemed to include
all remuneration for employment paid to employees, certain specified items
are excluded. Excluded under paragraph 5 of Subsection (d) is extra
compensation provided by a premium rate paid for certain hours worked
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by employees in any day or workweek by reason of such hours being
worked in excess of eight in a day or forty in a workweek or in excess of
normal working hours or regular working hours, as the case may be.
(2) No. Paragraph 6 of Subsection (d) Section 7 of the National Fair Labor
Standards Act excludes from the “regular rate” extra compensation pro
vided by a premium rate paid for work by employees on Saturdays,
Sundays, holidays, or regular days of rest, or on the sixth or seventh
day of the workweek, where such premium rate is not less than one and
a half times the rate established in good faith for like work performed in
non-overtime hours on other days. The premium rate fulfills the stipulated
requirement. (The NFLSA does not make the “ 1½ times” requirement
for hours over eight daily because it considers as overtime only hours
worked in excess of forty weekly.)

Solution 8
a. No. A fire insurance policy involves a personal relationship. But, generally,
when persons are jointly interested in insured property, as in the case of part
ners, a transfer of any interest in the partnership from one partner to another
or others has no effect upon the policy because no new or strange party (or
partner) has been added to the contractual relationship and there has been
no change therein. This would be true even if the withdrawing partner were
to sell his interest to an outsider as the outsider would gain no right thereby
to become a partner but could merely demand an accounting.
b. Yes. Here the new partner is a stranger to the original contract and his addi
tion to it would create a new personal relationship not contemplated. Hence
the policy is voided.

Solution 9
1. Yes. $800. (See explanation under (4) hereafter.)
2. It is a personal defense. Defenses relating to the consideration for which an
instrument was given and to losses resulting from negligence by the primary
party in creating or executing the instrument are personal defenses. Defenses
are real defenses when due to the fact that no instrument or liability was
actually created in contemplation of law, or if so created was rendered void
by statute or public policy, or rendered void to the extent of alteration if
materially altered, or the person seeking to enforce payment lacks title as
the result of a forged indorsement.
3. No. Holders in due course, though subject to real defenses, are not subject
to personal defenses. Section 57 of the Uniform Negotiable Instruments Law
provides that a holder in due course holds the instrument free from any defect
of title of prior parties, and free from defenses available to prior parties among
themselves.
4. Yes. One of the requirements of a holder in due course is that he be a holder
for value. One who receives a negotiable instrument as collateral security
for another indebtedness is a holder for value only to the extent of the lien.

Theory of Accounts
November 7, 1958; 1:30 to 5 p.m.

Solution 1
1.
2.
3.
4.
5.

D,
D,
B,
E,
C,

J
H,
H,
H,
E,

6.
7.
8.
9.
10.

J
J
J
G, I

G, I
J
E
K
B, E, H, J

Solution 2
a. The adoption of the sale basis is the accountant’s practical solution to the
extremely difficult problem of measuring revenue under conditions of uncer
tainty as to the future. The revenue is equal to the amount of cash that will
be received due to the operations of the current accounting period, but this
amount will not be definitely known until such cash is collected. The ac
countant, under these circumstances, insists on having “objective evidence,”
that is, evidence external to the firm itself, on which to base his estimate of
the amount of cash that will be received. The sale is considered to be the
earliest point at which this evidence is available in the usual case. Until the
sale is made, any estimate of the value of inventory is based entirely on the
opinion of the management of the firm. When the sale is made, however, an
outsider, the buyer, has corroborated the estimate of management and a value
can now be assigned based on this transaction. The sale also leads to a valid
claim against the buyer and gives the seller the full support of the law in
enforcing collection. In a highly developed economy where the probability
of collection is high this gives additional weight to the sale in the determination
of the amount to be collected. Ordinarily there is a transfer of control as
well as title at the sales point. This not only serves as additional objective
evidence but necessitates the recognition of a change in the nature of assets.
Usually the change is for an amount which differs from the costs assigned to
the item being sold. The sale, then, has been adopted because it provides the
accountant with his objective evidence as to the amount of revenue that will
be collected, subject of course to the bad debts estimate to determine ultimate
collectibility.
b. All parts of this answer are related to part (a). Each deviation depends on
either the existence of earlier objective evidence than the sale or insufficient
evidence of sale. Objective evidence is the key.
(1) In the case of installment sales the probability of uncollectibility may be
great due to the nature of the collection terms. The sale itself, therefore,
does not give an accurate basis on which to estimate the amount of cash
that will be collected. It is necessary to adopt a basis which will give
a reasonably accurate estimate. The installment sales method is a modified
164
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cash basis; profit is recognized as cash is collected. A cash basis is pre
ferable when no earlier estimate of revenue is sufficiently accurate.
(2) The opposite is true in the case of gold mining. Since there is a ready
buyer and a fixed price, a sale is not necessary to establish the amount
of revenue to be received. In fact, the sale is an insignificant part of the
whole operation. As soon as it is assayed, the ore can be valued at its
selling price less the cost of transportation to the mint and this valuation
gives an extremely accurate measure of the amount of revenue for the
period without the need of waiting until the sale has been made to meas
ure it. Too, if revenue were not recognized at the time of production
in gold mining, management could control the reporting of earnings
instead of relying on a historical, objective basis for reporting earnings.
(3) In the case of long-term contracts, the use of the “sales basis” would
result in a distortion of the periodic income figures. A shift to a “pro
duction basis” is warranted if objective evidence of the amount of revenue
earned in the periods prior to completion is available. The accountant
finds such evidence in the existence of a firm contract, from which the
ultimate realization can be determined, and estimates of total cost which
can be compared with cost incurred to estimate percentage-of-completion
for revenue measurement purposes. In general when estimates of costs
to complete and extent of progress toward completion of long-term con
tracts are reasonably dependable, the percentage-of-completion method
is preferable to the completed-contracts method.

Solution 3
a. “Consistency” as it is used in accounting is a policy which refers to one ac
counting entity and implies that acceptable accounting practices, methods and
procedures have remained unchanged from period to period so that the
statements will be comparable.
b. “Conservatism” is a policy in accounting which refers to the application of
caution or moderation in recording transactions and preparing financial state
ments. Ordinarily conservatism implies that if two or more equally acceptable
alternatives are available, the one is chosen which results in smaller earnings
or in smaller evaluation of assets.
c. (1) The lower of cost or market rule for valuing inventories appears to illus
trate an inconsistency. If applied to a particular concern and such appli
cation results in the use of cost one year and market the next year, it
appears that consistency has not been followed. However, the applica
tion of the lower of cost or market rule in its entirety would not be in
consistent. Such treatment is application of accounting “conservatism.”
(2) If the application of conservatism results in overdepreciation to some
extent in a specific period or results in charging to expense some items
which perhaps might have been capitalized then earnings will be under-
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stated in that period and in a later period or periods earnings will
be overstated. This would create lack of consistency.
(3) If losses are anticipated and gains are not, in order to be conservative,
an apparent lack of consistency will exist from one period to another.

Solution 4
a. Every fixed asset is acquired to render services necessary to enterprise opera
tions. All costs incurred up to the point in time when the machine is readied
to yield the services constitute historical cost. They include, but are not
necessarily limited to, the following items:
(1)
(2)
(3)
(4)

Invoice price net of any cash discounts.
Freight and cartage in.
Installation costs.
Labor, materials, power, etc., consumed in readying the machine for
operations.
(5) Buying expenses.
(6) Tariff duties.
All such costs are included because they are payments for future services
of the machine. They are in no sense costs of the period in which they were
incurred because they are not the cost of any services consumed in that period
in getting the gross income of that period.
b. Yes. The same principles apply to the purchase of all assets. In the case of
merchandise bought for resale, however, items (3) and (4) in part (a)
ordinarily do not apply. Freight and cartage costs, buying expenses, costs of
getting salable stock on the shelves, etc., are usually recorded in separate
accounts and may be written off as expenses each period on the ground that
the dollar amounts vary from period to period within narrow limits and that
the cost of identifying them with inventories would not be justified. However,
if the amount is significant, the cost should be assigned to the items purchased.
Tariff duties on merchandise imported for resale should be added to the cost
of the merchandise. The principle of valuation is the same in both cases.
Costs should be accumulated so that a realistic matching of revenues and
expenses is possible.

Solution 5
Entry No. 1: The loss is to be charged to this specific job, probably because of
rigid specifications of this particular job order. The 1,000 units spoiled were a
part of a much larger special order. Other jobs may be in production and should
not absorb any of this loss.
Entry No. 2: The loss on spoiled goods is to be prorated over all production of
this period. This method is used where spoilage occurs on all jobs of this type
but percentage of spoilage in each lot fluctuates rather widely.
Entry No. 3: An abnormal loss to be charged completely against operations for
die period. This method should be employed if the loss could have been pre
vented—i.e., loss caused by someone “falling asleep at the switch.”
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Entry No. 4: The loss is recoverable either against a customer (special con
tract), an insurance company or perhaps even against the employees causing
such loss to occur.

Solution 6
1. X Company must carry its “Investment in Y” on the cost basis, since the
account “Dividend income” appears on its income statement. If the equity basis
were used this account would be “Share of earnings of subsidiary” or a similar title.
2. The problem is to find the total book value of Y Company (net assets) at
date of acquisition. Since $50,000 represents the difference between the book
value of Y Company and its value, based on the price per share paid by X, this
can be determined as follows:
Y Co. Appraisal — Y Co. BV = $50,000
$50,000 X 70% = $35,000, X Co. share of difference
X Co. Cost, $245,000 — $35,000 = $210,000, 70% Y Co. BV
70% Y Co. BV = $210,000
Y Co. BV = $300,000
$300,000 — $200,000, Capital Stock = $100,000 Retained earnings at acquisition
3.
$ 200,000
X Company Retained earnings December 31, 1957
X Company’s share of Y Company earnings since acquisition:
42,000
.70 X $60,000*
Less:
( 8 , 000 )
Intercompany profit in ending inventory
(3,000)
Loss on purchase of X Company bonds
$231,000
Consolidated retained earnings
_______
*Per question 2 answer, Y "Retained earnings” at acquisition were $ 1oo,ooo; at December 3 1 ,
1957 they were $ 1 6 0 ,0 0 0 ; difference of $6 0 ,0 0 0 must be earnings since acquired.

4.
This must arise in the elimination of the intercompany bonds. Bonds are
shown by X Company as $100,000 liability; Y Company paid $103,000. On a
consolidated basis the debt has been cancelled and the $3,000 payment over face
value represents a book loss.
Mortgage bonds
$ 100,000
Nonrecurring loss
3,000
X bonds owned
$103,000

Dividends—intercompany
Open account*

Dividends—intercompany
Open account*

X Company
Receiv
able Payable
$5,600
$40,000
Y Company
Receiv
able Payable
$5,600
$40,000

* X Company must be the debtor since Y Company’s payables are less than $4 0 ,0 0 0 in total.

$70,000 + $23,000 = $93,000
$93,000 — $53,000 = $40,000
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6.
Total cost of goods sold (X & Y)
Less: Intercompany sales (X to Y)
Net outside
Total ending inventory (X & Y)
Consolidated ending inventory
Intercompany mark-up in ending inventory
Consolidated cost of sales—preliminary
Therefore, difference must be intercompany mark-up
in beginning inventory
Consolidated cost of sales (per question)

$130,000
122,000

$640,000
240,000
$400,000
80,000
$408,000
5,000
$403,000

Solution 7
a. A footnote to the financial statements of the company should disclose the
following points:
(1) The important features of the plan.
(2) The proposed method of funding or paying.
(3) The estimated annual charge to operations.
(4) The basis on which such estimated annual charge is determined.
The accrual for the current year should also be shown in conformance
with the points in parts (b) and (c).
b. The preferable procedure is to systematically accrue the costs based on cur
rent and future services during the expected period of active service of the
covered employees, generally upon the basis of actuarial calculations. The
calculations may be made as to each employee, as to groups of employees or
they may be based on the average of the expected service life of all covered
employees. Costs based on past services should be written off over some
reasonable period on a systematic and rational basis which does not distort
the operating results of any one year. The length of the period over which
costs based on past services should be written off is subject to judgment as
to how long benefits are derived from the costs. The period may run as long
as ten or twelve years or even twenty or thirty.
Costs based on past services are apportioned to the present and future
periods, because the costs are incurred in contemplation of the present and
future services not only of the individual affected, but of the organization as
a whole. Benefits of the plan, such as improved morale, removal of super
annuated employees and attraction of more desirable personnel, are expected
to improve the operations of the company.
In general, the preferable method of accruing costs is the method most
likely to provide a reasonable matching of costs and revenue.
c. Generally speaking, the cost of past service benefits should not be debited
to retained earnings because the cost is incurred in contemplation of current
and future services from employees. There is one exception. When a com
pany has an existing pension plan under which the cost of past services has

T heory

of

A ccounts—N ovember, 1958

169

been ignored or materially understated, the company may correct its books
by debiting retained earnings for the amount that should have been debited
to income since the inception of the plan, provided the company henceforth
follows the preferable method of accounting.

Solution 8
WALTON CORPORATION
Comparison of Minimum Returns

Earnings before interest and taxes
Interest on bonds
Net income before taxes
Taxes @ 50%
Net income after taxes
Number of shares of common stock
Earnings per share
Price-earnings ratio
Capitalized value per share

Before
$5,000,000
None
$5,000,000
2,500,000
$2,500,000
1,000,000
$2.50
8
$20.00

After
Bonds
Stock
$6,400,000 $7,500,000
None
400,000
$6,000,000 $7,500,000
3,000,000
3,750,000
$3,000,000 $3,750,000
1,000,000
1,500,000
$3.00
$2.50
6 2/3
8
$20.00
$20.00

b. The interests of the stockholders are paramount. To protect their investment
from the danger of dilution, any new investment should earn at least 14%
before interest and taxes in the case of bond financing and at least 25% before
interest and taxes in the case of stock financing.

Answers to Exam inations, May 1959
Accounting Practice—Part I
May 13, 1959; 1:30 to 6 p.m.
Solution 1
1.
2.
3.
4.
5.
6.
7.
8.

B
B
A
B
A
A
B
B

9.
10.
11.
12.
13.
14.
15.
16.

B
B
A
A
A
B
A
B

17.
18.
19.
20.
21.
22.
23.
24.
25.

B
A
A
B
C
A
B
B
C

Solution 2
SHROYER, CURRY AND JONES
Schedule of Changes in P a rtn e rs’ Capital Accounts a n d Cash D istribution
From January 1, 1958 to June 30, 1958
Shroyer
Curry
Jones
Balance—January 1, 1958
$ 5,290
$ 5,290
$ 5,290
Add: Profits to June 30, 1958
16,926
16,926
16,926
22,216
22,216
22,216
Less: Withdrawals
10,000
12,000
9,000
12,216
10,216
13,216
325
325
325
Less: Distribution of Office Furniture and Fixtures
700
2,100
1,200
Distribution of Automobiles
675
Distribution of Books
$ 7,791
$11,016
$11,191
Cash Distribution
Assets as of January 1, 1958
Fixed Assets less Depreciation ($8,400 — $2,030)
Cash in Bank ($29,998 + $39,502 — $60,000)
Assets and Capital
Profits from January 1, 1958 to June 30, 1958 are computed as follows:
Gross Receipts
Less—Expenses:
Rent
$ 1,400
2,102
Wages and Salaries
4,000
Entertainment
1,000
Automobile and Miscellaneous
Depreciation (Autos $600, Other $120)
_ 720
Net Profit
170

$ 6,370
9,500
$15,870
$60,000

9,222
$50,778
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Solution 3
a.

COMPANY P AND SUBSIDIARIES
Worksheet for Consolidated Balance Sheet
December 31, 1958
C om pan y C om pany
P
S-1

Investm ent in Co. S-1 Com m on
Stock— Acquired 1 /1 /5 7 $200,000
Elim inate:
Com m on Stock (90%
o f $250,000)
Retained Earnings
(90% o f $20,000)
Premium on Preferred
(90% o f $10,000)
Surplus from consolidation
Investm ent in Co. S-1 Preferred
Stock— Acquired 1 /1 /5 7
40,000
Elim inate:
Preferred Stock
(40% o f $100,000)
Retained Earnings as
signed to Preferred
(40% o f $10,000)
Surplus from consolidation
Investm ent in C o. S-2 C om m on
Stock— Acquired 1 /1 /5 8
59,300
Elim inate:
C om m on Stock
(70% o f $60,000)
Retained Earnings (70%
o f $21,000 — $1,000)
G oodw ill from consolidation
Current A ssets
50,000
M achinery and Equipm ent
Bonds— Co. S-2
Other Assets

C om pany
S-2

Credit

(C ) $225,000
( D ) $ 18,000
(E )

9,000
$ (16,000)

(A )

40,000

(B )

4,000
( 4,000)

$ 50,000

$ 40,000

40,000

20,000

30,000

600

313,000

70,180

$400,000

$383,000

$140,180

10,100

D e b it

C onsoli
d a ted
Balance
S h eet

(F )

42,000

(G )

14,000

(H )

(I)
(J)

(L)

880

3,300
131,120

2,700

87,300

8,000
100

10,000
383,780

$595,500
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COMPANY P AND SUBSIDIARIES
Worksheet for Consolidated Balance Sheet
December 31, 1958
C om pan y C om pan y C om pany
P
S-1
S-2
Allowance for Depreciation $
Current Liabilities ,
Bonds Payable
Premium on Bonds Payable

20,000 $ 15,000 $ 10,000
20,000
20,000
20,000

30,000
180

Preferred Stock— S-1
Eliminate— per above
Minority Interest (60% of

100,000

Common Stock— S-1
Eliminate— per above
Minority Interest (10% of
250,000)
Retained Earnings assigned
to Preferred— S-1
Eliminate— per above
Minority Interest (60% of
$15,000)
Earnings Accruing to Par
ent since Acquisition
(40% of $5,000)
Retained Earnings assigned
to Common— S-1
Eliminate— per above
Minority Interest (10% of
$27,000)
Deficit Accruing to Parent
since Acquisition (90%
of $7,000)
Premium on Preferred Stock
—S-1
Eliminate— per above
Minority Interest (10% of

250,000

D e b it
(J )
(I)

$

C onsoli
d a ted
Balance
Sheet

C redit

540
8,000

(L)

(K )

30
50

(A )

40,000

$ 44,460
52,000
30,000

100

$ 100,000)

60,000
(C )

25,000
15,000

(27,000)

(D ) $ 18,000
(2,700)
(6,300)

10,000

(E)

9,000

1,000
60,000
(F)

42,000
18,000

20,000
(G )

14,000 (K )

30
6,009

21

300,000

60,000

$400,000

$383,000

Earnings assigned to Preferred
Stock— S-1:
$ 5,000
55— Arrears at acquisition
5,000
56— Arrears at acquisition
5,000
57— Accrued
5,000
58— Accrued
Total
Paid— 1/1/58

4,000

2,000

Common Stock— S-2
Eliminate— per above
Minority Interest (30% of
$60,000)
Retained Earnings— S-2
Eliminate— per above
Minority Interest (30% of
$20,000 -1- $30)
Earnings Accruing to Par
ent since Acquisition
(70% of $30)
300,000
Common Stock— P

(B)

(B)

9,000

$ 10,000)

Retained Earnings— P
Minority Interest— S-2 Share
of Loss on Bonds

225,000

20,000
5,000
$15,000

(H)
(J)

(L)

880
2,160
35

(L)

15

( 15)
$595,500

$140,180

(D )

56,925

Deficit assigned to Common
Stock— S-1 at acquisition,
1/1/57:
Deficit
$10,000
Preferred dividends in arrears
10,000
Total

$20,000

A c c o u n t in g P r a c t ic e — P a r t
(G )

700

$

880

(J )

Depreciation on consolidated
cost, 2 years (10% o f
$7,300 X 2 years)
$ 1,460
A m ount recorded
2,000

Elim ination amount:
Retained Earnings at acquisi
tion, January 1, 1957
$21,000
($14,000 + $7,000)
Dividend in excess o f earn
ings, return o f capital
1,000
($6,000 — $5,000)
Adjusted earnings at acquisi
$20,000
tion

(H ) P intercom pany profit in inven
tory:
From S-2, $5,000 ÷ 125% =
$4,000 cost (7 0 % o f
$
$1,000 profit)
From S-1, $2,000 X 10% =
$200 profit (90% o f $200
profit)

Adjustm ent to A llow ance for
depreciation
Retained earnings o f P over
stated, because consolidat
ed profits overstated, at
tim e M achinery and Equip
m ent acquired
E xcess depreciation, because
asset overstated
Adjustm ent to Retained earn
ings

$ (540)

$ 2,700
540
$ 2,160

180

Consolidated cost o f M achinery
and Equipment. (T he m in
ority interest is entitled to
its share o f profit on sale
o f equipment $7,000 +
10% o f $3,000)
$ 7,300
R ecorded cost
10,000
Adjustm ent to M achinery and
Equipm ent
$(2,700)

b.
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(K )

T o amortize Premium on S-2
Bonds for 1958

(L)

T o adjust intercom pany bond
holdings to status as if retire
m ent had taken place

COMPANY P AND SUBSIDIARIES
Consolidated Balance Sheet
December 31, 1958
Current Assets
M achinery and Equipm ent
Less A llow ance for
depreciation
Other Assets
G oodwill

$131,120
$ 87,300
44,460

42,840
383,780
3,300
$561,040

Current Liabilities
Bonds Payable
Less Treasury Bonds
A d d Premium on Bonds
M inority interest
Stockholders’ Equity—
Com m on stock—P
$100 par
Retained Earnings
Surplus from consoli
dation

$ 52,000
$30,000
10,000
20,000
100

20,100
116,294

300,000
52,646
20,000

372,646
$561,040

Solution 4
By-Line
Inventory Value and Costs Transferred
a.
Sales 900 @ $.50
Inventory 100 @ ($.55 — .04)
Less: Selling and Administrative Costs
900 @ $.04
Costs transferred to By-Line

$450
51
501
36
$465
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Co-line
Inventory Value and Costs Transferred
b.
Sales 2,000 @ $1.00
Inventory 1,000 @ ($.90 — .40 — .09)

$ 2,000

410
2,410

Less: Standard Profit $2,000 X 10%

200
2,210

Less: Selling and Administrative 2,000 @ $.40

800
1,410
300

Less: Conversion Costs
Costs transferred to Co-Line

$1,110

c.
1. Process 1
Process 2
Process 3
Raw Material and Various
2. Process 2
Process 3
By-Line Inventory
Process 1
3. Finished Goods—Main-Line
Process 2

$20,000
4,000
300
18,425
1,110
465
22,425
1,410

4. Finished Goods—Co-Line
Process 3
5. Cash
Sales—Main-Line
Cost of Goods Sold—Main-Line
Finished Goods—Main-Line
6. Cash
Sales—Co-Line
Cost of Goods Sold—Co-Line
Finished Goods—Co-Line

24,000
17,940
2,000
1,000
450

7. Cash
By-Line Inventory
Selling and Administrative Expenses

$24,300

20,000
22,425
1,410
24,000
17,940
2,000
1,000
414
36

d.
Sales
Cost of Goods Sold
Gross Profit
Selling and Administrative Expenses
Net Profit

Main-Line
$24,000
17,940
6,060
2,000
$ 4,060

Co-Line
$2,000
1,000
1,000
800
$ 200

By-Line
$450
414
36
36
$ 0

Total
$26,450
19,354
7,096
2,836
$ 4,260
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S o lu tio n 5

CITY OF LANGDON

a.

W orking Papers of General Fund for the Year Ending December 31, 1958
A cco u n t T itle

Trial
Balance
$ 1,000

Cash

_

$ 260,000c
100 ,000 c
16,000c
9,500c
5,500d

1,0001

Advance for Petty Cash
Taxes Receivable— Current
Special Assessments Receivable
Taxes Receivable— Delinquent
Tax Liens
Stores Inventory
Estimated Revenues
Encumbrances
Appropriation Expenditures

275,000b

8,000

Prior Years’ Expenditures Chargeable
Against Reserve for Encumbrances
Totals
Accounts Payable
Due to Working Capital Fund
Revenues
Appropriations
Reserve for Encumbrances
Reserve for Inventories
Reserve for Petty Cash Advance
Unappropriated Surplus

C losing

A dju stm en ts

100 ,000 b
15,000m
3,000d
2 ,000 n
400,000a
75,000e
40,000f
100 ,000 g
145,000g
5,000g
30,000g
1,000g
30,000g

$37,000

100 ,000 g
7,000h
2 ,000 i
145,000g
5,000g
30,000g
1,000g
35,000g
30,000g

1,000
260,000c
15,000m
100 ,000 c
8 ,000 d

15,000
3,000

2,000

30,000k

2,000i

$ (400,000) bb
( 45,000)cc
(351,000)cc

(

1,500

$58,000
7,000h
35,000g

30,000k

$ 5,000

40,000f
375,000b
25,500c
500d
390,000a
75,000e
2 ,000 n

401,000bb
390,000cc
1,500aa

$9,000

$1,687,000

$1,687,000

45,000

2,000
1,000

1,000l
10 ,000 a

500

(
Credits

2 ,000 )aa

$9,000
$7,000

Balance
Sheet

$

500aa
1,000 )bb
6 ,000 cc

0

5,000

$58,000

Key to working paper entries:
a.
b.
c.
d.
e.
f.
g.
h.
i.
k.
l.
m.
n.
aa.

T o record estimated revenues and appropriations
T o set up current taxes and special assessments as receivables
T o record cash receipts for the year from revenues
T o record payment and tax liens obtained from delinquent taxes and interest thereon
T o earmark funds for payments of contracts let
T o record liability to working capital fund for services rendered
T o record cash disbursements
T o record payment of accounts payable
T o record payment of expenditures chargeable to previous year
T o reverse the encumbrances and reserve for encumbrances account for amount of contracts paid
T o record advance to petty cash fund
T o set up unpaid taxes at end of year as Taxes Receivable— Delinquent
T o set up stores inventory account and reserve for inventories
T o close Expenditures Chargeable Against Reserve for Encumbrances account to Reserve for
Encumbrances and Unappropriated Surplus
bb. T o close out Estimated Revenues and Revenues accounts
cc. T o close out Encumbrances and Appropriations Expenditures accounts to Appropriations
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b.

CITY OF LANGDON
Statement of Operations— Working Capital Fund
For the Year Ending December 31, 1958

Billings for Services

$ 60,000

Less Direct Costs:
Materials and supplies
Direct Labor
Depreciation— Equipment

$ 32,000
9,000

6,000

47,000
13,000

Gross Profit
Less Other Costs:

2,000

Office Salaries
Superintendent’s Salary
Heat, Light, and Power
Office Expenses

4,000

2,000
500

8,500
$

Net Income

4,500

CITY OF LANGDON

C.

Balance Sheet— Working Capital Fund
December 31, 1958
A ssets
Current Assets:
$ 32,500
5,000
5,000

Cash
Due from General Fund
Due from Utility Fund
Inventory of Materials & Supplies

8,000

Fixed Assets:
$ 60,000

Equipment
Less Allowance for Depreciation

6,000

54,000
$104,500

C apital and Surplus
Capital Contributed from General Fund
Unappropriated Surplus

$ 100,000
4,500
$104,500

Accounting Practice— Part II
May 14, 1959; 1:30 to 6 p.m.

Adjusting Entries

S o lu tio n 1

Debit

Credit

Seattle Books
$1,260

Organ purchases
Intercompany account—Tacoma
To adjust for charges of $630 in August 1956 and
$630 in November to the intercompany account. The
charges were two 10 per cent payments on an organ
purchased on plan arranged for by the Tacoma store.
When the balance of the invoice price, 80 per cent of
$6,300, or $5,040, was paid in December, the check was
charged to purchases. Purchases account was thus un
derstated in the amount charged to the intercompany
account.

Tacoma Books
Intercompany account—Seattle
Notes payable
Organ purchases
To adjust accounts for intercompany transactions re
corded as a result of Tacoma’s obtaining bank financ
ing for Seattle’s purchase of an organ. Debit intercom
pany account for the following amounts previously
credited:
Initial 10 per cent of invoice price received in August
from Seattle, which ended up as a debit to notes pay
able because notes payable was credited with the
borrowed amount of 90 per cent of the invoice price
$ 630
and debited with 100 per cent
Second payment of 10 per cent of invoice price paid
direct to the bank in November by Seattle, which
630
was incorrectly taken up as a debit to organ purchases
$1,260
Total adjustment
Solution 2

1,260

$1,260

630
630

CLAXTON MANUFACTURING COMPANY
Cash Budget and Computation of Loan
For Six Month Period Ended December 31, 1959
July

Cash disbursements:
Machines
$ 12,000
Machine assembling
600
Supplementary fixtures
450
Installation labor
300
Interest on $12,000 loan
Purchases
1,930
Salaries
800
44
Payroll taxes
60
Maintenance supplies
General shop, sales promotion and
616
general administration
400
Accounting service
Federal income tax
Total forwarded

17,200

A u gu st S eptem ber O ctober N o vem ber D ecem ber T otal

$

$ 12,000
600
450
300
180
19,110
6,800
284
435

$ 2,500

$ 3,300

180
3,700

$ 3,840

$ 3,840

1,200

1,200

1,200

1,200

1,200

48
75

48
75

48
75

48
75

48
75

616

616

616

616

616
600

1,200

4,439

5,839

5,819

5,779

6,379

45,455

600

177

3,696
400
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A nswers
July

Total brought forward
Balance— June 30
Less minimum balance

A u gu st S eptem ber O ctober N o vem ber D ecem ber T otal

17,200
511
500

Available at beginning

5,839

4,439

5,819

11

Cash receipts:
Bank loan
From accounts receivable:
One-half of 2nd prior month sales
One-half of prior month sales
Bad debts

6,379

45,455

771

2,342

11
12,000

12,000

1,800
(50)

Total receipts

3,080
3,560
(50)

2,040
3,080
(50)

1,800
2,040
(50)

1,200

Total available before Claxton loan
Loan required from Claxton
or
Cash balance at end

5,779

3,560
3,840
(50)

3,840
3,840
(50)

15,520
18,160
(300)

14,950

3,790

5,070

6,590

7,350

7,630

45,380

14,961

3,790

5,070

6,590

8,121

9,972

45,391

$ 2,239

$

649

$

3,657

769
$

771

$ 2,342

$ 3,593

$ 3,593

Metered Readings and Machine Rental Rates
U n its (in hu ndreds)
R en ta l rate

15
$160

July
August
September
October
November
December
January

20
$160

4

2

2

6

25
$200

30
$240

6

8
12
10
10
10
10
10

10
8

2

4
4
4

35
$280

10
16
16
16

20

Sales
M o n th

$160

$160

$200

$240

July
August
September
October
November
December

$640
320

$320
960
320

$ 1,200

$1,920
2,880
2,400
2,400
2,400
2,400

2,000
1,600
800
800
800

$280

T otal

$2,800
4,480
4,480
4,480

$ 4,080
6,160
7,120
7,680
7,680
7,680
$40,400

Raw Materials Used and Purchased

15
July
August
September
October
November
December

January

60
30

U n its in H un dreds
20
25
30
35
40

120
40

150
250

200
100
100
100

240
360
300
300
300
300

300

350
560
560
560

700

T otal

U sed
( x 4 G al.)

490
760
890
960
960
960

1,960
3,040
3,560
3,840
3,840
3,840
20,080

1,000

4,000

A dd
L ess
In ven tory
In ven tory
A t E n d A t Beginning Purchased

2,000

980
1,520
1,780
1,920
1,920
1,920

2,500
3,300
3,700
3,840
3,840
3,920

2,000

980

21,100

1,520
1,780
1,920
1,920
1,920

Net earnings

$21,164

10,115

199
1,434
840

74
260
2,914

Property taxes paid
Equipment repairs
Building repairs and improvements

Miscellaneous expense
Drawings— Mrs. A
Drawings— Mrs. B
Depreciation
Cash receipts
Cash disbursements
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State sales and excise taxes paid

696
2,434
750
579
309
142

239

$

$11,420

City admissions tax paid

Admissions
City admissions tax collected
Skate rentals
Sales— S oft drinks and candy
State sales tax collected
Wages paid
Purchases— Soft drinks and candy
Insurance expense
Heat, fuel, and telephone
Supplies
Payroll taxes paid

$ 1,295
86
119
270
500
6,628
2,522

Cash on hand and in bank
Accounts receivable
Inventory
Prepaid insurance
Land
Buildings and improvements
Equipment
Accumulated depreciation
Accounts payable
Taxes payable
Capital— Mrs. A
Capital— Mrs. B

11,049
$21,164

$ 4,817
231
1,899
3,112
56

$ 5,476
882
208
2,427
2,427
$11,420

M arch 31, 1958
D eb it
C redit

(1)

(5)
(5)
(7)

11,049
$15,760

110
136
817

73

71
56
62
11
270

(2)
(10)
(11)
(3)
(4)

(9)

231

733

(10)

(8)

(5) $ 243
(6)
1,898

(1)

(8)
(6)
(8)
(8)

(8)
(5)
(8)
(8)
(9)
(1 1)
(9)
(10)
(9)
(10)

(9)

(7)

40
1,898
540
26

89
489
20
18
49
62
8
231
7
56

9

817

934
71
11
270

$15,760

10,115

(1) $
(2)
(3)
(4)

A dju stm en ts
D e b it
C redit

A AND B SKATING RINK

a.

Solution 3

817

476
173

116
147
220

31

758
2,356
531
559
291

3,282
$ 9,757

$ 6,475

_____

^
$

$ 9,757

$ 9,757

3,041

$ 4,817

F o r y ea r 3 /3 1 /5 9
P rofit and L oss
D e b it
C redit

1,544
976

361
15
108
243
2,398
6,628
2,522

$14,795

$

3,282
$14,795

$ 6,293
149
217
2,427
2,427

M arch 31, 1959
Balance sheet
D e b it
C redit

Accoun tin g P ractice—P art II—M ay, 1959
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A nswers

b.
D eb it

(1)

Cash disbursements
Cash receipts
Cash on hand and in bank
T o record net reduction of cash on hand and in bank

C red it

$11,049
$10,115
934

(2)

Sales— Soft drinks and candy
Accounts receivable
To adjust accounts receivable to the balance at March 31, 1959

71
71

(3)
Purchases— Soft drinks and candy
Inventory
T o adjust inventory to the balance at March 31, 1959

11

Insurance expense
Prepaid insurance
T o record insurance premiums expired during the year
(5)
Drawings— Mrs. A
Drawings— Mrs. B
Prepaid insurance
Insurance expense
To record personal insurance as partners’ drawings and to
record prepaid insurance as follows:
Fire (4 months at $12.00)
Liability (6½ months at $30.00)

11

270
270

110
136
243
489
$ 48
195
$243

(6)

Land
Building repairs and improvements
T o record the amount paid on city street assessment as additional cost of land
(7)
Depreciation
Accumulated depreciation
T o record the provision for depreciation for the year

(8)

Accounts payable
Purchases— S oft drinks and candy
Heat, fuel, and telephone
Supplies
Building repairs and improvements
Equipment repairs
Miscellaneous expense
T o adjust accounts payable to the balance at March 31, 1959
(9)
Property taxes paid
Payroll taxes paid
City admissions tax paid
State sales and excise taxes paid
Taxes payable
T o adjust taxes payable to the balance at March 31, 1959

(10)

City admissions tax collected
State sales tax collected
City admissions tax paid
State sales and excise taxes paid
T o offset taxes collected against taxes paid to determine net expense for the year

1,898
1,898

817
817

733
89

20

18
540
40
26

73
49

8

7
9

231
56
231
56

(11)
Wages paid
Payroll taxes paid
T o record as additional wages expense the amounts withheld from employees’
wages during the year

62

62

A ccounting P ractice—Part II—M ay, 1959
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Solution 4
Income per books
Add—
Unallowable provision for inventory price decline
Officers’ life insurance expense
Provision for taxes
Gain on land condemned
Excess depreciation on automobiles
Deduct—
Capital loss carryover
Decrease in reserve for cash discounts
Interest on taxes
Dividend received credit
Municipal interest
Gain on trade-in of auto
Taxable income
Deduct net long-term capital gain:
Gain on Brown Co. common stock
Gain on parking lot condemned
Loss on mailing machine
Total long-term capital gain
Less short-term capital gains and losses:
Loss on Jones, Inc. common stock
Unused capital loss carryover
Net long-term capital gain in excess of
short-term capital loss

$125,500
$ 12,000

2,300
150,000
16,600
40
1,300
1,500
1,800
5,100
1,500
200

180,940
306,440

11,400
295,040

3,200
16,600
(400)
19,400
$ 500
1,300

1,800
17,600
$277,440

$144,268.80
Normal and surtax $277,440 x 52%
5,500.00 $138,768.80
Less
4,400.00
25% of long-term gain ($17,600)
143,168.80
Total tax
8 , 000.00
Less declaration payment
$135,168.80
Balance due
$ 67,584.40
Cash required for installment due March 15, 1959
Note: A penalty may be imposed because of underpayment of estimated corporate
income tax.
Solution 5
a.

Summary Balance Sheet— December 31, 1958
Assets

Net working capital

$410,000

Fixed assets, based upon ap
praised value as of date of
reorganization on Decem
700,000
ber 31, 1957
(130,000)
Reserve for depreciation
$980,000

Liabilities

First Mortgage Bonds
$300,000
Common stock
600,000
Paid-in surplus
50,000
Earned surplus since December
31, 1957 ($10,000 not avail
able for dividends under
terms of indenture securing
First Mortgage Bonds)
30,000
$980,000
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b.
Income before provision for depreciation
Depreciation allowed or allowable 5 per cent of net cost basis of $800,000
Taxable income for 1958 for Federal income tax purposes

$85,000
40,000
$45,000

c.
Carryforward loss for Federal income tax purposes:
1953
1954
1955
1956
1957
Available for 1958
Taxable income for 1958 appliedagainst 1953 loss
Adjustment for unused portion of 1953 due to
expiration of carryforward loss period
Available for 1959

$ 70,000
40,000
50,000
60,000
30,000
$250,000
45,000
$205,000
25,000
$180,000

d.
The 1958 dividend is taxable to the recipient to the extent of earnings and profits
of the c u r en t year even though the corporation had an accumulated deficit at
the beginning of the year.

Solution 6
a. Insurance required:
Based on 1957 Statement of income and expense:
Sales
$160,000
$
400
Less: Bad debts
100
Bad checks
1,040
1,540
Sales discounts
158,460
Net amount realized on sales
Deduct: Cost of goods sold
Cost of goods sold per statement of income and expense 104,000
300
Add: Wrapping materials
(840)
Less: Purchase discounts
103,460
Revised cost of goods sold
55,000
Gross earnings— 1957 (revised)
2% increase estimated for 12-month period 3/1/583,200
2/2 8 /5 9 (2% X $160,000)
$ 58,200
Estimated gross earnings 3/1 /5 8 to 2/28/59
80%
Co-insurance clause
Insurance required (80% x $58,200)

$ 46,560

b. Am ount of loss sustained:
Since sales and gross profit are consistent from m onth to month, since the
assured was completely out of business for one m onth’s loss period, and since
loss computations should be computed in a m anner consistent with the com
putation of required coverage, the loss computations can be simplified as
follows:
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Estimated gross earnings 3/1/58 to 2/28/59 (see above)
Loss period
Gross earningslost ($58,200 ÷ 12 months)
Less: Discontinued expenses for month of March, 1958:
Salaries (overtime)
Rent
F.I.C.A. and Unemployment taxes: Average % to
Salaries for 1957 ($920 — $23,000) =
4%
4% X $100 Salaries discontinued =
Advertising:
Total for 1957 — $2,042
Above ÷ 12 months = $170 per month
½ of one month expense discontinued
Total
Loss sustained subject to possible co-insurance penalty
Amount to be received by assured:
Amount of insurance
Insurance required (See Item (a))
Portion of loss payable to assured,
40,000

$ 4,850
$

_

100

300

85
489
$ 4,361
$ 40,000
$ 46,560

X

46,560

$ 58,200
1 Month

$4,361 =

Add extra expenses to reduce loss:
Overtime premium on construction workers
Additional costs to restock merchandise:
Long-distance calls
Air freight
Total amount of claim

$ 3,747
$

425
35
230

690
$ 4,437

Auditing
May 14, 1959; 8:30 to 12:00 p.m.

Solution 1
Y es

a. 1.
2.
3.
4.
5.
6.
7.
b. 8.
9.
10.
11.
12.
13.
14.
15.
c. 16.

Yes

No

X

X
X
X
X
X
X
X
X
X
X
X
X
X
X
X

17.
18.
d . l9.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.
e . 31.
32.
33.

No

X
X
X
X
X
X
X
X
X
X
X
X
X
X
X
X

Yes
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.
f. 46.
47.
48.
49.
50.

No
x

X
X
X
X
X
X
X
X
X
X
X
X
X
X
X
X

Solution 2
Col
No. Sources of Information
1 Previous working papers
for those on hand at
beginning
Brokers’ advices for addi
tions
2 Previous working papers

3

Previous working papers

4
5

Ledger account
If not shown in account,
from brokers’ advices

Ways of Verification
Information from previous working papers needs
no verification.
Inspection of securities if still on hand, confirma
tion if pledged, brokers’ advices if sold.
Detail from previous working papers needs no
verification; but if still on hand at end, by in
spection of securities; if pledged, by confirma
tion.
Detail from previous working papers needs no
verification; compare total with beginning ac
count balance.
Brokers’ advices.
Brokers’ advices.
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C ol
No. Sources of Information
6

Ledger account

7

15

Ledger account
If not shown in account,
from brokers’ advices
Columns 3 and 6 of
working papers
Brokers’ advices
Calculated from columns
9 and 10 of working
papers
Column 2 plus column 5
less column 8
Column 3 plus column 6
less column 9
Market quotations in
daily newspaper, finan
cial reporting service,
call to responsible
broker
Previous working papers

16

Ledger account

17

Calculate from number,
rates, and period held
Ledger account
Column 15 plus column
16 plus column 17 less
column 18

8

9
10
11

12
13
14

18
19
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1959

Ways of Verification
Brokers’ advices; trace to voucher and check
registers.
Brokers’ advices.
Brokers’ advices.
Compare with credits in account and relate to
original cost of items(s) sold.
Trace to cash receipts.
No further verification needed, but compare with
journal entry for sales.
Verification by inspection; if pledged, by con
firmation.
Compare total with ending account balance.
Comparison with quotation in a different paper
of same date.

No verification needed, but compare with begin
ning balance in account. Also trace to cash
receipts.
Calculate and trace to brokers’ advices and vouch
er register.
Compare with earnings account and check to
published dividend registers or records.
Trace to cash receipts.
By independent calculation from number, rates,
and dates.

Solution 3
a.
1. Dr. Provision for Federal income tax
Cr. Accrued Federal income tax
Cr. Estimated deferred income tax
To accrue for Federal income taxes based on taxable
income of $700,000 and to provide an allowance for
deferred tax benefit resulting from the deduction for
tax purposes of the increased provision for depre
ciation not recorded on the books.

$410,500

$358,500
52,000

186

A nswers

When it may reasonably be presumed that the accumula
tive difference between taxable income and financial
income will continue for a long or indefinite period the
following alternate entry is appropriate:
Dr. Provision for depreciation
$ 52,000
Cr. Allowance for depreciation
$ 52,000
To record the tax effect of differences between taxable
income $700,000 and financial income $800,000 as
additional depreciation of fixed assets in recognition
of the loss of future deductibility for income tax
purposes.
2. No change from standard short-form report.
3. No notes required.
b.
1. Dr. Provision for Federal income taxes
358,500
Cr. Accrued Federal income taxes
358,500
To accrue Federal income taxes based on taxable in
come of $700,000.
2. Opinion paragraph should read:
In my opinion, the accompanying statements present fairly the financial
position of ABC Company at December 31, 1958 and the results of its
operations for the year then ended, in conformity with generally accepted
accounting principles applied on a basis consistent with that of the pre
ceding year, except for th e change in the method of computing deprecia
tion, which I approve, as set forth in the Note to the Financial Statements.
3. Note to the Financial Statements:
As of January 1, 1958 the company changed from the straight-line to the
“sum-of-the-years’ digits” method for computing the provision for de
preciation. As a result of this change, net income after taxes for the year
after giving effect to the related Federal income tax benefit, was $48,000
less than it would have been.
Solution 4
Understatement of Expired Costs, Expenses
and Liabilities, or Overstatement of Assets
M e th o d o f U n d e r s ta te m e n t

______ o r O v e r s t a t e m e n t

1. Overstatement of inventory by:
a. Overstatement of footings and ex
tensions
b. Use of prices in excess of cost
c. Inclusion of obsolete items in in
ventory
d. Improper purchase and/or sales
cut-off

2. Understatement of accruals such as
salaries and wages, bonuses, payroll,
income and other tax accruals

A u d it P r o c e d u r e W h ic h W o u ld R e s u lt
in D is c l o s u r e

a. Test of footings and extensions
b. Test of prices by reference to invoices
covering most recent purchases and to
beginning inventory prices
c. Review of slow moving items in in
ventory and discussion with plant
personnel observation at time of phys
ical count
d. Examination of surplus invoices and
related receiving reports applicable to
in-transit items and examination of
customers’ invoices and related ship
ping reports
Computation of accruals
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Method of Understatement
_____ or Overstatement_____
3. Understatement of expense through
failure to write-off properly deferred
items such as insurance, advertising,
rent, etc.
4. Understatement of provisions to al
lowance accounts such as deprecia
tion and bad debts

5. Understatement of general and sundry
expenses such as stationery supplies,
heat, light and power, etc., through
failure to record charges for materials
or services received near end of period
until subsequent period
6 . Failure to record commitments prop
erly chargeable to current expenses,
such as contributions approved by
board of directors for payment in
subsequent period but chargeable to
current income
Capitalization of items normally ex
pensed such as repairs and mainte
nance charges
8. Charging of expenses incurred in cur
rent period to Retained Earnings or
to reserves created out of prior period
earnings
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Audit Procedure Which Would Result
___________ in Disclosure___________
Analysis of prepaid accounts, reference
to leases, insurance policies, invoices
to determine period and amount
Analysis of fixed asset accounts and com
putation of depreciation based on such
analysis and consistency of rates ap
plied. Review of aging of receivables
and determination that allowance pol
icy is being followed consistently
Perform search for unrecorded liabilities;
compare charges with prior year and
investigate variations

Examination of minutes of Board of Di
rectors; purchase and other contracts;
consult company attorneys

Determine that capitalization policy is
being followed consistently
Analysis of Retained Earnings and re
serve accounts

Solution 5
a. Requests for confirmation of accounts receivable which are directed to cus
tomers as a result of a selection of a sample should include generally the
following:
(1) Old and inactive accounts.
(2) Accounts with large balances.
(3) Accounts in the hands of collection agencies and lawyers.
(4) Accounts which include items in dispute between the client and customer;
this may be indicated by current items being paid while older items remain
open.
(5) Accounts of customers who appear to be in financial difficulties, if known.
(6) Some accounts with credit balances.
(7) All accounts in a limited section of the trial balance selected at random,
whether these accounts be large, small, active or inactive.
b. The following should be done at the balance-sheet date:
(1) Foot and crossfoot the aged trial balance of accounts receivable.
(2) Trace, on a test basis, the account balances from the subsidiary ledgers
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(3)
(4)

(5)

(6)

(7)
(8)
(9)

(10)

(11)

(12)

and make a limited test of the aging of accounts receivable (the scope
of this step will depend largely on the results of the interim test).
Agree the total of the trial balance with the general ledger control account.
Analyze the entries in the general ledger control account for the period
from the date of circularization to the balance-sheet date and investigate
all journal entries or other entries in the account that arise from unusual
sources.
Make a sales cut-off test by listing shipments before and after the balancesheet date and tracing them to applicable billings to be sure that billings
have been recorded in the proper period.
Compare the totals of the aged accounts receivable schedule and the num
ber of open accounts at the balance-sheet date and at the confirmation
date and account for any significant variations.
Test the collection of the year-end balances by reference to the cash
receipts book in the subsequent period.
Investigate journal entries and credit memos subsequent to December 31.
Make a very limited circularization of those customers with large balances
at December 31 from whom no confirmations were requested or received
at September 30. Send second requests when no reply is received from
the first.
Trace to source documents those balances still open at year-end on which
confirmations were sent during interim period from which no replies were
received.
Using the information developed in previous steps and from a further
study of the aging schedule at the balance-sheet date, review with the
credit manager the slow and doubtful accounts and determine their col
lectibility and the adequacy of the allowance for the doubtful accounts.
Obtain a representation letter from a responsible official of the client stat
ing that (a) the recorded accounts receivable are authentic and contain
no charges for goods shipped on consignment or approval, (b) no accounts
receivable have been hypothecated except as shown on the balance sheet,
and (c) adequate allowances have been provided for possible losses in
the collection of the accounts.

Solution 6
a. The following audit procedures should be used to verify the inventory quanti
ties as of March 31:
1. For raw materials and supplies, the physical inventory quantities at April
30, should be traced to the perpetual records, and receipts and issues
reflected therein for the month of April should be tested by examination
of vendors’ invoices, receiving records and stock issue requisitions.
2. For finished goods and work-in-process quantities, the tons of metal poured
for castings and forgings during the month of April should be accumulated
from the daily plant production records and the tons sold during the month
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totaled from the daily sales records in the accounting office. By deducting
April’s production and adding April’s sales to the total tonnage at April 30,
the remaining amount should be the tons on hand at March 31.
3. If an inventory tag system has been used by the company and the tags
are still available, various items on the inventory listing at March 31
should be traced to these original count tags.
4. Receiving and shipping cut-offs at March 31 should be tested by tracing
purchases and sales recorded immediately before and immediately after
March 31 to the original shipping and receiving tickets.
5. Discuss with the plant personnel and the purchasing agent the relationship
of inventory at the two dates. Plant personnel should be able to state
whether or not the inventory quantity has changed considerably during the
month or is substantially the same as at the end of the previous month.
The purchasing agent can verify any changes based on unusual quantities
received during the month.
b. If the physical inventory made on April 30 can be satisfactorily reconciled to
the inventory of March 31, it is not necessary to issue a qualified opinion on
the audit certificate. Although the inventory at March 31 was not physically
witnessed, sufficient audit procedures can be followed to satisfy oneself as to
the reasonableness of the inventories at that date. Since this is a balance-sheet
audit only, we are not concerned about inventory at the beginning of a period
of operations.
Although it is a generally accepted auditing procedure that the auditor be
present to observe the count of physical inventory, it appears that in this case
no exception need be taken in the scope paragraph either. The observation of
physical inventory one month after the audit date and successful reconciliation
for the intervening one-month period precludes the necessity for detailing
procedures used or noting in the scope paragraph that physical inventory was
not observed at audit date. It would be unfair to your client to take exception
in the certificate when procedures can be and are performed which prove the
reasonableness of quantities stated on the balance sheet.
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Solution 7
a.
Cash balance, per books November 30, 1958
Add: Credit by bank
Adjusted cash balance (on hand and in bank)
Less adjusted bank balance:
Bank balance, November 30, 1958
$15,550.00
Less outstanding checks:
62
$116.25
183
150.00
284
253.25
8621
190.71
8623
206.80
8632
145.281,062.29
Cash which should be on hand for deposit
Cash reported
Amount of theft
b. The
(1)
(2)
(3)

$18,901.62
100.00

19,001.62

14,487.71
4,513.91
3,794.41
$ 719.50

cashier removed $719.50. He attempted to conceal his theft by:
Not listing all outstanding checks.
Underfooting outstanding checks shown on the reconciliation.
Subtracting an item from the bank balance that should be added to
book balance.

c. (1) No one other than the cashier is responsible for tracing cash receipts
to the deposits in the bank.
(2) The cashier is also responsible for preparing cash reconciliation.
d. The following auditing procedures on December 5, 1958 would uncover the
theft if the October 31 reconciliation is known to be correct:
(1) Compare checks returned since October 31 with checks outstanding at
that time and with check register for November in order to ascertain
outstanding checks.
(2) Trace cash on hand at October 31 as well as receipts during November to
deposits in bank, ascertaining undeposited cash at November 30.
(3) Count cash on hand on December 5, 1958 and by adding deposits since
November 30 and subtracting receipts since November 30 develop cash
on hand at November 30.
(4) Compare adjusted cash on hand developed in count (Step 3) with un
deposited cash ascertained in tracing (Step 2).
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Solution 8
a.

PROFESSIONAL MEN’S ASSOCIATION
Income from Membership
For Fiscal Year Ended August 31, 1958

Applications pending, September 1, 1957
Favorably acted on
Applications received and approved during the year
Total income from initiation fees
Applications pending, August 31, 1958
Membership, September 1, 1957
Dues paid in advance, September 1, 1957
Balance
Additions during the year

47

$ 4,700

45
78
123

$ 4,500
7,800
$ 12,300

36
2,980
410
2,570
123
2,693
16
2,677

3,600

Less: Dropped and expelled
Current dues paid during the year
Total dues for the year ended August 31, 1958, accrual
3,087
basis
457
Dues paid in advance for next year
1
Less: Deceased member, dues to be returned
456
Net paid in advance
Dues paid during the year
Total income from dues for year ended, August 31,
1958, cash basis
Income from initiation fees
Total income from membership
Reconciliation:
Total dues, cash basis
$18,240
Prepaid, end
16,400
Prepaid, beginning
Total dues, accrual basis

$ 16,400

107,100
$123,500

$ 18,240
107,100
125,340
12,300
$137,640
$125,340
1,840
$123,500

b. Read the minutes carefully to verify the Secretary’s figures as to additions to
and deductions from the membership during the fiscal year.
Rely on the previous audit report for the balance brought forward (2,980),
but, if by any chance a discrepancy appeared, make note of it and request
an explanation from the Secretary and a conference with the membership
committee.
Make a test check of the dues and initiation fees received against the
membership ledger, especially the months of September and August, these
being the months when most of the dues would normally be paid; and, if
there were any malfeasance on the part of the Treasurer or his clerks, they
would most probably be the “cover up” or “lapping” months.
Verify that there was $3,600 in the “applications pending” file when count
ing cash on hand at the close of the year. Since the Association is on a cash
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basis, this money would not appear as a balance-sheet asset, though it may
be footnoted.
Ascertain if the checks are made out to “John Doe” instead of “John Doe,
Treasurer.” It is much better if checks are made out to the Association itself,
without mention of any person’s name, and make this note in the report.
However, inform the directors not to expect compliance in all cases, as the
Treasurer’s name is much easier to write than that of the Association. The
essential thing is to see that the Association gets the money. Accordingly, re
quire evidence that $3,400 of what was counted was deposited on the first
banking day following the Membership Committee’s meeting, and that the
other $200 was either returned to the applicants or set aside to be returned.
Examine the by-laws as to proration of dues for expelled members. If such
provision is found, carefully examine the records of the expelled member,
to be sure that the proper refund has been made. In any event, remove from
income the $40 received from the man who died August 30, and set it up as a
liability. No by-law authorization is needed for this.
Take special pains to observe the procedure employed to record cash
receipts. In this type of organization the vast majority of dues are remitted
by check; however, some members will pay cash. If prenumbered receipt books
are not in use, urge the printing and future use of such receipts.

Commercial Law
May 15, 1959; 8:30 to 12:00 p.m.

Solution 1
1.
2.
3.
4.
5.

H
G
J
A
D

6.
7.
8.
9.
10.

(Administrator)
(Estoppel)
(Privity)
(Perjury)
(Executor)

M
F
N
P

S

(Laches)
(Liquidated Damages)
(Independent Contractor)
(Subrogation)
(Mitigation of Damages)

Solution 2
a. The Uniform Partnership A ct (Section 6) defines partnership as “an asso
ciation of two or more persons to carry on as co-owners a business for profit.”
b. 1. Yes. Subsection 4 of Section 7 of the A ct provides that in determining
whether a partnership exists the receipt by a person of a share of the
profits of a business is prima facie evidence that he is a partner.
2. No. Subsection 4 of Section 7 provides that when a person receives a
share of the profits of a business as payment of rent to a landlord, no
inference shall be drawn that such receipt is prima facie evidence that he
is a partner. Such payment is one of the specified exceptions to the general
rule of Subsection 4 that sharing of profits is prima facie evidence that
the recipient is a partner.
Solution 3
a. No. It may be written or merely oral.
b. It may be given in any terms which identify the instrument sufficiently, and
indicate that it has been dishonored by nonacceptance or nonpayment. A
written notice need not be signed, and an insufficient written notice may be
supplemented and validated by verbal communication. A misdescription of the
instrument does not vitiate the notice unless the party to whom the notice
is given is in fact misled thereby.
c. (1) If given at the place of business of the person to receive notice, it must
be given before the close of business hours on the (next business) day
following, (2) if given at his residence, it must be given before the usual
hours of rest on the day following, and (3) if sent by mail, it must be
deposited in the post office in time to reach him in the usual course
on the day following.
Solution 4
a. (1) Yes. When by the terms of negotiable document of title the goods are
deliverable to bearer, any holder may indorse the same to himself (or
193
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to any other specified person) and in such case the document shall
thereafter be negotiated only by the indorsement of such indorsee.
(2) Yes. When a negotiable document of title is transferred for value by
delivery, and the indorsement of the transferor is essential for negotiation,
the transferee acquires a right against the transferor to compel him to
indorse the document unless a contrary intention appears. The negotia
tion takes effect as of the time when the indorsement is actually made.
b. Such person acquires (1) such title to the goods as the person negotiating the
document to him had, or had ability to convey to a purchaser in good faith
for value, and also such title as the person to whose order the goods were to
be delivered by the terms of the document had, or had ability to convey to a
purchaser in good faith for value, and (2 ), the direct obligation of the bailee
issuing the document to hold possession of the goods for him according to
the terms of the document as fully as if such bailee had contracted directly
with him.
c. No. The indorsement of a document of title does not make the indorser liable
for any failure on the part of the bailee who issued the document, or previous
indorsers thereof, to fulfill their respective obligations.

Solution 5
a. Yes. A debtor owing several obligations to a creditor may stipulate when
making payment which of his obligations he is paying, and the creditor is
obligated to follow such instructions. In the absence of instructions, the
creditor may apply the payment on any that are due, or he may credit a
portion to several obligations. In doing this he may apply the payment against
an outlawed claim.
b. No. To constitute a new promise to pay an outlawed claim and start the
statute of limitations anew, any part payment thereon must be voluntary. A
claim is not extinguished by operation of the statute of limitations, only the
right to enforce the claim is denied. The principle on which part payment
operates to take a debt without the statute is that the debtor by the payment
intends to acknowledge his continued obligation and intention to pay the en
tire debt. A creditor is not an agent of the debtor to such an extent as to
make an act done by him in the name of the debtor operate as a new promise
to himself without which element the payment cannot operate to interrupt
the statute.

Solution 6
a. Yes. When an ultra vires contract is wholly executory, neither party can enforce
it nor hold the other party liable for breach. A corporation refusing per
formance does not inflict serious hardship upon the other party because the
latter has not performed and was also at fault in not making sure that the
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corporation had power to contract as it did. (If the other party seeks to re
scind the contract, the corporation has no complaint because it exceeded its
powers in making the contract.)
b. Yes. An ultra vires contract wholly executed by both parties is immune from
attack by either. The courts will not interfere with the status quo and will
leave matters and the parties as they are.
c. No. A corporation, like any other principal, is liable for damages caused by the
torts of its agents while acting in the course and within the scope of their author
ity and duties. The difficulty is to determine whether the agent acted within the
scope of his employment. When the driver of an employer’s truck has an
accident during a trip in which he has made a deviation from the ordinary
route to attend to some private errand or purpose of his own and the acci
dent occurs during the period of deviation, the employer is not responsible
for any resultant liability. In this case the accident occurred during such a
deviation and hence Hazard was not then acting in the course and within the
scope of his authority and duties.

Solution 7
a. Yes. Goods are still “in transit” if the goods are rejected by the buyer, and
the carrier or other bailee continues in possession, even if the seller has
refused to receive them back.
b. No. Goods are no longer “in transit” if the buyer, or his agent in that behalf,
obtains delivery of the goods before their arrival at the appointed destination.
c. 1. Yes. When notice to stop in transit is given by a seller to the carrier the
latter must redeliver the goods to the seller. However, if a negotiable
document of title representing the goods has been issued by the carrier,
he is not obliged to deliver or justified in delivering the goods to the seller
unless the document is first surrendered for cancellation.
2. Yes. As there was a negotiable document of title outstanding, the shipper
could not enforce stoppage in transit without surrendering such document
for cancellation. When the document has been properly negotiated to a
bona fide purchaser, as was the case here, his claim to the goods is para
mount to that of the seller.

Solution 8
a. No. That a seller charges a higher price for selling on credit than he does for
cash and that the excess represents a greater percentage than the interest rate
permitted under law is insufficient to establish usury. To establish usury it is
necessary to show that the transaction is actually a usurious subterfuge. In
this case the decision would depend on further evidence that the sale was
either a bona fide credit transaction or that it was intended to provide for an

196

A nswers

interest return greater than permitted by law. No such evidence is contained
in the stated facts.
b. (1) Legal rate of interest is a specific rate of interest fixed by law which
governs as to all interest-bearing agreements and obligations as to which
no interest rate has been stated by the parties.
(2) Maximum contract (or lawful) rate of interest is a limit set by law as
to the rate of interest the parties concerned may themselves legally
stipulate. (While in some states the legal rate and the maximum permis
sible rate may be the same, in most states the maximum permissible rate
is considerably higher than the legal rate.)

Solution 9
a. 1. The two classifications are special agents and general agents. Sometimes
the general classification is divided into general and universal.
2. A special agent is one whose authority is limited to performance of a
specific task or transaction. A general agent is one whose authority ex
tends to transactions of all his principal’s affairs in relation to certain
matters or at a certain place. Where there is no limitation as to matters
or place, and the authority is in effect to do all possible acts for the prin
cipal such a general agent is sometimes termed a universal agent.
3. An example of a special agent is a person authorized by another to pur
chase a particular house for him. An example of a general agent is a per
son authorized by another to act as general manager of a store, or as a
purchasing agent, or as a sales manager. An example of a universal agent
is a person given blanket authority by another to take care of all matters
for him while the latter is in the military service.
b. Yes. It was terminated by the destruction of the subject matter. In the case
of an agency coupled with a property interest in the subject matter, the
agency is not terminated by the death of the principal. (Because of the prop
erty interest obtained, the agent, after the principal’s death, may proceed
against the property in his own name.) But when the subject matter of an
agency is destroyed, the agency is thereby terminated. Any property interest
an agent may have held in the subject matter ended with the destruction of
the subject matter and there is no object as to which either the agency or the
interest coupled with it can relate.

Solution 10
a. B has no legal claim against S for damages.
When particular subject matter specifically essential to the performance of
a contract is destroyed, without fault of either party, both parties are relieved
of their obligations under the contract. The terms of the contract clearly in-
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dicate that the apples were to come from this specific orchard and no other,
thus making it impossible for S to perform.
b. B may (1) avoid the sale and reject the lesser quantity, in which case he
incurs no liability, or (2) accept the contract as binding as to the goods de
livered and pay for same proportionately at the contracted price.

Theory of Accounts
May 15, 1959; 1:30 to 5:00 p.m.

Solution 1
1.
2.
3.
4.

6.
7.
8.
9.
10.

C
F
K
B

5. A

D
J
H
C
G

Solution 2
a. There is no minimum percentage of voting stock ownership which alone
justifies inclusion of a subsidiary company in a consolidated group. The
essential question is whether or not control actually exists. Does the dominant
company actually possess and exercise the power to make decisions of the
other company? If not, consolidation is improper. If so, exercise of such
power implies an integration of activities of the two corporations into one
economic unit, one business enterprise.
However, effective and continuing control is more likely to exist where there
is substantial stock ownership. Also, where the investment of the controlling
company in the controlled company is large, the statement of the parent on
a nonconsolidated basis may be of limited value. For these reasons, the per
cent of stock ownership is an important criterion.
b. The decision to consolidate or not may also rest on one or more of the fol
lowing criteria:
(1) Controlling influence must be present, continuing and assured.
(2) Similarity of operations and/or related industries to form an integrated
unit.
(3) Freedom from international restrictions.
(4) Similarity of treatment of parent and subsidiary records and statements.
(5) Fair financial and/or legal representation of related units.

Solution 3
a. The arguments in favor of (1) are that fixed asset construction would usually
be carried on when plant facilities are not being fully utilized and, therefore,
the construction will not interfere with normal production and there will be
no increase in overhead. If overhead is capitalized, profit will be increased,
resulting in income due to construction of fixed assets.
Proponents of alternative (3) argue that such assets should be given the
same treatment as inventory items and that all costs should be allocated
thereto just as if saleable goods were being produced. They state that no
special favor should be granted in the allocation of any cost, as long as
198
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sufficient facts are available to enable the allocation to be made. They argue
that allocation of overhead to fixed assets is similar to allocation to joint
products and by-products, and should be made at regular rates. Of course,
no item should be capitalized at an amount greater than that prevailing in
the market.
Alternative (2) is based on the premise that although some increases in
overhead costs are to be expected when fixed assets are constructed, there
are many fixed items of overhead which will not change. Production costs
should not be relieved of a portion of these fixed charges, since production
is the main activity of the company and would be carried on regardless of
whether fixed assets were constructed or purchased.
b. Although there is some difference of opinion alternative (2) above appears
to provide the best solution. It incorporates the best part of (1 ), i.e., a com
pany should not show income by dealing with itself. Only those costs which
can be specifically identified with construction should be capitalized. It also
incorporates some of (3 ), in that there is not a complete omission of over
head costs in fixed assets. It appears that fixed asset construction should be
considered as a “side activity,” apart from normal production and unrelated
to production. Production should continue to be charged with overhead just
as if no construction were in process, with the only charge to construction
being the excess overhead incurred due to construction.

Solution 4
a. (1) Goodwill has been explained as representing the discounted value of a
future stream of “super profits” (the excess of earnings over that which
may be considered “normal”). These excess profits may be considered
to extend indefinitely into the future or for a definite period of time.
(2) Goodwill has been explained as a “master valuation” account repre
senting the sum of the excesses of current valuations over the book
values or assigned values of the various assets.
(3) A third explanation has been that goodwill is the excess of the valuation
of a group of assets working together over the sum of the valuations
of the assets if acquired separately.
b. (1) Capitalization of average excess profits. Divide the average excess
profits by an estimated discount factor.
(2) If a limited number of years is assumed, goodwill may be estimated
by calculating the present value of an annuity equal to the estimated
excess profits for the specific period.
(3) A rough approximation of the value of goodwill may be made by multi
plying the average profits by a number of years, for example, three to five.
c. (1) Goodwill is part of the total cost to firm B, a separate entity; therefore,
this is in accordance with the “cost” concept. However, the cost should
be assigned to tangible assets on the basis of their current values rather
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than on the basis of the book values of firm A. Only the excess should
be assigned to “goodwill.”
(2) When the full amount of goodwill is placed on the books of the old
partnership, its value does not represent cost. Only the excess of the
amount paid in by the new partner over his interest in the net tangible
assets can be considered “cost” of goodwill. However, the fact that the
new partner is willing to pay a certain sum for a specific interest in the
partnership is objective evidence of the valuation of the entire goodwill.
The use of objective evidence is one of the main reasons for the ad
herence to the “cost” concept.
(3) Goodwill arising from consolidation does not appear on the books of
any specific firm but it is included in the total investment cost on the
books of the parent corporation. In consolidation, goodwill appears as the
excess of the cost to the parent over the book value of the subsidiary. To
the consolidated economic unit, the excess over book value does repre
sent cost although it is possible that a portion of this excess would have
been allocated to specific assets if the assets had been purchased directly.

Solution 5
a. Expense in its broadest sense includes all expired costs which are deductible
from revenues. Cost is the amount, measured in money, of cash expended or
other property transferred, capital stock issued, services received or to be
received. Costs can be classified as unexpired or expired. Unexpired costs
are those which are applicable to the production of future revenues. In in
come statements, distinctions are often made between various types of ex
pired costs by captions or titles including such terms as cost, expense or loss,
e.g., cost of goods or services sold, operating expenses, selling and adminis
trative expenses, and loss on sale of property. The narrower term expense
refers to such items as operating, selling or administrative expenses, interest,
and taxes.
While the term expense is useful in its broad sense, its use in financial
statements is often appropriately limited to the narrower sense of the term
indicated above.
b. In order to avoid confusion, the term “expense” should be limited to items
appearing in the income statement. The various items deducted from revenue
in this statement are the ones which “fit” the definition given above. All the
remaining items— those in the balance sheet and the manufacturing statement
— should have other terminology applied in order to avoid the confusion that
Mr. Brown mentions. It is recognized, however, that the terminology as used
in this report of the Lalow Manufacturing Company is generally in accord
with common practice.
Organization expenses should be renamed organization costs. If these costs
are subsequently amortized, an amount amortized during a given period
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would properly be included under the “expense” title in the income statement.
Such organization costs are subject to amortization from an income tax
standpoint, at the election of the corporation, and may be deducted ratably
over a period of not less than sixty months.
Installation expenses should be called installation costs. Actually, the
footnote is more confusing than helpful, because it implies that these instal
lation “expenses” are essentially different from other elements of cost of
this asset— an implication which is not true. All costs are in effect “pre
payment,” to be deducted from revenue as expenses with the passage of time
as the asset is “consumed” in producing revenue.
The classification “manufacturing expenses” in the manufacturing state
ment should also be renamed manufacturing costs. All the items appearing
under this title are elements of cost of producing the product being manu
factured, and are therefore “asset” items rather than “expense” items. It is only
when the finished product is finally sold that an “expense” emerges— prop
erly called “cost of goods sold.”

Solution 6
This cost until actually incurred is at best only a contingency.
The three alternate treatments may be described as follows:
(1) Make no entry isolating the “cost” in question, but adequately disclose by
footnote in the financial statement the provisions of the contract relating
to the matter in question.
(2) Each period segregate an amount of retained earnings equal to the contin
gency applicable to the period.
(3) Charge a “cost” account and credit some such account as “allowance for
unemployment taxes” for the appropriate amount in each period.
Since no cost has been or may be incurred, the first solution seems appropriate
under the circumstance. Because of the nature of the contingency, no formal
entries should be made, but full disclosure by footnote should be given.
Even though the contingency was considered when negotiating the contract
there is no basis for recording cost and including an expense amount in the in
come statement. It should not be shown as a liability reserve because no known
liability with a questionable amount is in existence. No purpose would be served
by establishing a special reserve section between liabilities and stockholders’
equity; this disclosure would be begging the question. If retained earnings were
appropriated there would be no charge in the current income statement; however,
the appropriation would enable recognition of the contingency to be given within
the balance sheet.

Solution 7
Direct costing is a method of cost accounting by which only the variable costs
of manufacturing are assigned to products. Under this method all fixed costs,
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which do not vary with the rate of production activity, are charged directly against
the current period’s income. Since the present accounting system assigns both
fixed and variable costs to the product each period, the effect of the change would
be to assign less cost to the product than under the present system. Since this
company has relatively heavy fixed costs, the decrease in the unit cost of produc
tion would be large. Since the company carries large inventories of finished goods,
the change in method would result in a sizeable adjustment downward in the
dollar amount carried for such inventories.
(1) Should the company decide to adopt this method the inventory at the be
beginning of the year would have to be recomputed. The writedown result
ing from this computation should be charged against retained earnings as an
adjustment of the financial position of the company at the beginning of
the year.
The effect of making such a change on the balance sheet at the end of
the year would be to show a lower inventory value and a lower proprietary
investment than if the present method were retained.
(2) The difference between net income for the year under the direct costing
method and under the present method depends upon the relationship be
tween sales and production quantities for the year. If production exceeds
sales, the present method will show a higher profit than direct costing since
more of the fixed cost will be deferred in the inventory to the succeeding
year than was deferred at the beginning of the year. If sales exceed pro
duction, the reverse will be true.
(3) According to generally accepted accounting principles, manufactured inven
tories should be valued at the cost of production. Such cost, whether
directly or indirectly incurred, should be assigned to inventories so as to
properly match costs with revenues. Direct costing does not achieve this
result since it does not include fixed costs which were incurred for the pro
duction of goods even though they do not vary directly with production
volume. Since this company has heavy fixed costs and large inventories of
finished goods which are an important item on the balance sheet, the audi
tors’ certificate should take exception for the departure from generally ac
cepted accounting principles.

Solution 8
a. Under the proprietary theory, the accounting concepts are defined from the
viewpoint of the proprietor. Assets are looked upon as the property of the
proprietor and liabilities the debts of the proprietor.
Under the entity theory, the firm is looked upon as separate and distinct
from its owners. The creditors and owners alike are interested in the welfare
and success of the firm. Income and expenses are defined from the point of
view of the firm.
In the funds theory, the balance sheet is comprised of assets on the one
side and restrictions of assets on the other side. The area of interest may be

T heory
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limited to a group of assets or a specific set of activities or it may be applied
to an entire organization. The fund theory does not have at its center the
concept of income but rather the flow of assets and the changes in the re
strictions of their use.
The applications of any one of these theories to specific situations depends
upon the emphasis desired. However, the usual emphasis suggests the following:
1. The position of the owner in a single proprietorship with respect to income
and personal liability for creditors suggests the emphasis of the proprie
tary theory even though the business is considered separate from the
owner’s personal affairs.
2. The partnership equities may be defined in terms of either the proprietary
or entity concept depending upon the emphasis desired. As opposed to
the single proprietorship, the partnership is considered more of a separate
entity. The partnership property is owned by the partnership not by the
partners. The partnership creditors must look first to the assets of the
partnership. Only if partnership assets are insufficient, may they claim
the personal assets of the partners and then only after personal creditors
have been completely satisfied.
3. The financial corporation has responsibilities far beyond those to the
owners. Very often, depositors and creditors have a greater interest than
do the legal owners. Therefore, the emphasis should be in favor of the
entity theory.
4. The proprietary theory often is present in consolidated statements be
cause the assets and liabilities of subsidiaries are combined with those of
the parent. Consolidated statements can be considered from the point of
view of the entity because of the separate concept of the economic unit.
It is also possible, but rather remote, to look at the consolidation from
the viewpoint of the funds concept as there is no legal relationship be
tween the creditors, parent stockholders, and minority interest and the
consolidated assets. The funds concept is reasonable from the economic
activity approach to consolidations.
5. Estate accounting is usually viewed definitely from the funds approach.
The objective of reporting is generally for accountability and information
regarding restrictions against assets.

Answers to Exam inations, November 1959
Accounting Practice—Part I
November 4, 1959; 1:30 to 6 p.m.

Solution 1
a.

HALE-HAWORTH-NYE PARTNERSHIP
Schedule Showing Net Income—Cash Basis
Year 1958

Net income—accrual basis
Adjustments to change net income from
accrual basis to cash basis:

$14,000

Account Balances
1 2 /3 1 /5 7 1 2 /3 1 /5 8

Accounts receivable
Allowance for doubtful accounts
Inventory
Prepaid expenses
Accounts payable
Accrued wages
Deferred income
Total Additions
Total Deductions
Net income—cash basis
Deduct—interest on capital
Basis for commissions

Adjustments
Add
Deduct

$ 5,000 $ 6,000
$1,000
120 $ 20
100
26,000 24,000 2,000
800
200
1,000
4,000
3,000
7,000
5,000 2,000
3,000
—
5,900
5,900
$4,220
$9,900

4,220
(9,900)
$ 8,320
5,000
$ 3,320

Partners
Haworth Nye

$ 3,320
$ 664

Basis for commission
$3,320 X 20%
Commissions due to Haworth and Nye
b.

$ 664 $ 664

HALE-HAWORTH-NYE PARTNERSHIP
Distribution of Net Income
Year 1958
Hale

$4,000
Interest on capital accounts
Commissions
2,558
Balance
Adjustment to give partner Hale 50% of
442
net income
$7,000
—
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Partners
Haworth

Nye

$ 625
664
2,557

$ 375
664
2,557

Total
$ 5,000
1,328
7,672

(221)
$3,625

(221)
$3,375

$14,000

—

500

1958—inventory undervalued
—prepaid income not recorded
—prepaid expense not recorded
—accrued expense not recorded
—accrued income not recorded ______
Adjusted balances
$14,200

(

9,000
300)
600
(
50)
_______ _____
150
($5,850) $5,550 $22,500 $36,400

( 100)

(

$34,000 $600 $300

$ 9,000
$300

500)
100

( 8,000)

1957—inventory overvalued
—prepaid expense not recorded
—accrued expense not recorded

$600

8,000

( 7,000)
7,000
700 ( 700)
( 400)
400
(
75)
75
125 ( 125)

1956—inventory overvalued
—prepaid expense not recorded
—prepaid income not recorded
—accrued expense not recorded
—accrued income not recorded

200

900)

( 6,000)

(

1955—inventory undervalued
6,000
—prepaid expense not recorded
900
—accrued expense not recorded ( 200)

$25,000

$27,000

$6,500 $ 5,500

$7,500

Per books

$ 7,500

Adjustments

Retained
Earnings
Dec. 31,
1955
Profit and Loss
December 31,____
1956
1957 1958

and Adjusted Balance Sheet Accounts

Computation of Corrected Profit for 1956, 1957, and 1958

GRABER CORPORATION

Balance, December
Pre Pre
paid paid
Retained
In
Ex
Earnings Inventory pense come

Solution 2

$ 50

$ 50
$150
$150

31, 1958
Ac
Ac
crued crued
Ex
In
pens e come
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Solution 3
a. Sales of housing
Cost of housing sold
Rental income
Oil royalties received
Percentage depletion
Bad debts:
Charged off
Recoveries
Provision for depreciation:
Books
Additional allowable
Other expenses
Taxable at ordinary rates
Net long-term capital gain:
Gain on exchange of realty for corporate stock
Loss on sale of equipment
Taxable income

$450,000

$500,000
60,000
10,000

2,750
2,000

3,000
25,000
20,000

30,000
529,750

75,000
2,000

573,000
529,750
43,250
73,000
$116,250

Income Tax Computation
At ordinary rates—$43,250 at 52%
Less
Alternative tax on capital gain—$73,000 at 25%
Income tax liability for return
b. Federal income tax provision for the income statement:
Income tax liability for the return
Additional provision for income tax purposes—
depreciation not on the books
Additional provision on this amount at 52%

$ 22,490
5,500
16,990
18,250
$ 35,240
$ 35,240
$ 20,000

10,400
45,640

Less tax on exchange of real property for corporate stock
18,750
—capitalized and added to investment—$75,000 at 25%
$ 26,890
Provision shown in the income statement
c. The $10,400 additional income tax provided in the income statement would be
carried as a deferred liability in the balance sheet, since it is not payable within the
following year. The theory is that the accelerated depreciation for tax purposes
serves to defer the liability for taxes, but overstates income in the income state
ment since the depreciation therein does not properly measure the portion of plant
and equipment cost applied to reduction of taxable income in the current year.
The deferred liability will be available in later years when depreciation for tax
purposes is less than that on the books and the provision for income taxes would
be disproportionate to income if the deferred liability were not available to
absorb a part of the charges.*
The income tax on the trade of realty for corporate stock is applicable to income
not reflected in the books. Under the circumstances, fair treatment of the income
tax liability relating to income not reflected in the income statement would re
quire allocation to a deferred charge account. For tax purposes there is an in
crease in the basis of the investment for determining gain or loss on later disposi
tion of the investment. Capitalization of the tax as an addition to the carrying
amount of the investment is considered to state more fairly the result of the
transaction, income for the year, and the cost of investment.
*A n alternative acceptable treatment would be to deduct the $10,400 from the asset amount,
either separately or as a part of accumulated depreciation, in order to recognize the reduction in
depreciation available in future years.
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Solution 4
a. Trade-in merchandise
Installment sales
To record trade-in merchandise
b. Computation of 1957 gross profit percentage:
Installment sales
Cost of goods sold:
Purchases
Less: New merchandise inventory, December 31, 1957
Cost of goods sold
Gross profit, 1957
Gross profit percentage, 1957 = $38,829 + $138,675
= 28%
Computation of 1958 gross profit percentage:
Installment sales
Add: Adjustment for trade-in

$

Dr
500
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Cr
$

500

$138,675
$160,000
60,154
99,846
$ 38,829

$220,925
500

$221,425
Cost of goods sold:
60,154
New merchandise inventory, December 31, 1957
154,600
Purchases
500
Trade-in merchandise
2,000
Repossessed merchandise
217,254
Goods available for sale
Deduct, inventories, December 31, 1958:
$73,042
New merchandise inventory
500
Trade-in merchandise
2,000
75,542
Repossessed merchandise
141,712
Cost of goods sold
$ 79,713
Gross profit, 1958
Gross profit percentage, 1958 = $79,713 + $221,425
= 36%
c. Computation of transfers from Installment sales to Deferred gross profit:
1957
1958
Installment sales
$138,675 $221,425
36%
Apply gross profit percentages
28%
$ 38,829 $ 79,713
Total gross profit
Computation of balances to remain in the Deferred gross profit account:
On December 31, 1957:
28% of 1957 unpaid receivable balances, ($62,425)
$17,479
On December 31, 1958:
28% of 1957 unpaid receivable balances, ($3,175)
$ 889
36% of 1958 unpaid receivable balances, ($101,375)
36,495
37,384
Computation of amounts transferred to Realized gross profit:
On December 31, 1957:
Total deferred gross profit on 1957 sales
$38,829
Less: Balance required
17,479
Amount transferred
$21,350
On December 31, 1958:
---------Gross profit deferred from 1957 sales
$17,479
Total deferred gross profit on 1958 sales
79,713
Total
$97,192
Less: Balance required
$37,384
Deferred gross profit on unpaid balance of
repossessed merchandise (28% of $5,000)
1,400 38,784
Amount transferred
$58,408
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Deferred Gross Profit on Installment Sales Account
Debit
1957: On 1957 Sales
To Realized gross profit
Balance
1958: On 1958 Sales
To Realized gross profit
Write off deferred gross profit on unpaid
balance of repossessed merchandise
Balance

$21,350

Credit
$38,829

$17,479
79,713

58,408
1,400
Dr

d. Repossessed merchandise
Deferred gross profit on installment sales
Loss on defaults
To adjust the loss on defaults

Balance

37,384
Cr

$ 2,000

1,400

$ 3,400

Solution 5
a. Profit-sharing contribution:
$ 5,000
On $50,000 at 10%
1,600
On $10,666.67 at 15%
Profit-sharing contribution
$ 6,600
b. (1) Distribution of company contribution;
P O I N T S
Company
Members
Salary Service
Contributions
Total
John Jones
20
200
220
$2,420
5
Mary Smith
55
605
50
15
Oscar Johnson
150
165
1,815
8
1,188
James Saunders
100
108
2
Susan Jacobs
50
52
572
50
$6,600
550
600
(2) Allocation of trust income:
Interest
$260
50
Dividends
310
10
Less: Broker’s fees
$300
(In ratio of December 31, 1957 balances.)
Trust Account
Trust
Balance
Members
Income
December 31, 1957
$2,500
$125
John Jones
500
25
Mary Smith
75
1,500
Oscar Johnson
25
500
Wendell Davis
1,000
50
James Saunders
$ 6,000
$300
(3) Severance of Wendell Davis:
(Six years of service, therefore 60% of the balance of his account.)
Balance, January 1, 1958
$500
Share of income
25
Total
525
Less 60% to Davis
315
Forfeiture
$210

Cash in bank
Savings and loan shares
Government securities
Stocks
Loans to members
Accrued interest receivable
Company contribution

Liability to separated employee
Interest earned
Dividends
Relinquishments
Payment on account to separated employee
Broker’s fee
115
10
$6,310

D e b it

$1,505
1,000
2,000
1,095
500
85

d.

Liability to members

$6,600.00

$2,420.00
605.00
1,815.00
1,188.00
572.00

C om pany
C o n tr i
b u ti o n s
T o ta l

$ 77.00
19.25
57.75
37.80
18.20

(5)
(2)
(2)
(4)

115
260
50
210

(1) $6,600

D e b it

(3)

P a y m e n ts
D u r in g
Y ear

(3)
210
(5)115
(2)
10

(4) $ 210
525
(2)300
(1)6,600
(3)
315

C r e d it

$12,785.00

200.00

$ 5,122.00
1,149.25
3,447.75
2,275.80
590.20
2 00.00
$12,785.00
$12,585.00

E n d in g
B a la n c e

$12,785

1,095
500
85
6,600

2,000

1,000

$ 1,505

A s s e ts

$12,785

200

$12,585

L ia b ilitie s

F in a n c ia l P o s i t i o n

S ta te m e n t o f

$ 5 ,1 22.00
1,149.25
3,447.75
2,275.80
590.20
315.00
$(115.00)
( 210 . 00 )
$12,900.00
$(115.00)
$ 0
Liability to members
Liability to separated employee

R e li n q u is h 
m e n ts (F o r
fe itu r e s )

______ W o r k S h e e t _______
A d j u s t m e n t s _______

25.00
$300.00

$125.00
25.00
75.00
50.00

T ru st
In com e

I— N o v e m b e r , 1959

$6,310

_____

260
50

$6,000

C r e d it

T r ia l B a la n c e

$6,000.00

500.00

$2,500.00
500.00
1,500.00
1,000.00

B e g in n in g
B a la n c e

STANGER AND THEELER
Employee Profit Sharing Trust— Statement of Changes in Member Accounts
For Year Ending December 31, 1958

John Jones
Mary Smith
Oscar Johnson
James Saunders
Susan Jacobs
Separated employee—Wendell Davis

M em b ers

c.

A c c o u n t i n g P r a c t ic e — P a r t
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Explanations to Journal Entries:
(1) To record company contribution for the year ended December 31, 1957 and its
distribution to member accounts.
(2) To record distribution of trust income for the year to member accounts.
(3) To record disposition of the account of Wendell Davis, separated employee.
(4) To record distribution of relinquishments to member accounts.
(5) To offset partial payment to separated employee against his vested interest.

Accounting Practice—Part II
November 5, 1959; 1:30 to 6 p.m.

Solution 1

Salaries and wages
Telephone and telegraph
Materials and supplies
Occupancy costs
General and administrative
Depreciation

Net decrease
Total decrease per above

Printing Dept.
Without
Printing
Last Year
$17,000
$150,000
1,250
3,700
—
250,000
30,000
80,000
30,000
25,000
—
40,000
$73,250
553,700
73,250
$480,450

Shipping Dept.
Without
Printing
Last Year
$ 3,000
$25,000
250
300
5,000
10,000
10,000
10,000
4,000
4,000
—
5,000
54,300
$22,250
22,250
$32,050
$512,500

Other adjustments:
Publishing dept. clerk required
Interest reduction from application of
net funds released
One-fifth of termination pay offset against
each year of contract
Net decrease in cost, without printing
Cost of outside printing
Net advantage of continuing printing

513,500
550,000
$ 36,500

Calculation of funds released:
Proceeds from sale of equipment
Less—Termination pay (¼ of $133,000 + 22,000 -+ 5,000)
Net funds released

$300,000
40,000
$260,000

(4,000)
13,000
( 8,000)

$ 13,000

Interest at 5%
211
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Solution 2
a.

THE THOMAS MANUFACTURING COMPANY
Application of Funds Statement
For Year Ended December 31, 1958

Funds Provided:
By operations:
Net income for year
Add charges to operations not affecting
working capital:
Depreciationof plant
Amortization ofbond discount
Total
By issuance of capital stock
By issuance of bonds payable
Total funds provided
Funds Applied:
To acquisitions of fixed assets:
Buildings
Machinery
To purchase securities (bonds)
To pay dividends
Total funds applied
Increase in working capital

$ 2,500
$123,500
400

123,900
$126,400
270,000
50,000
446,400

250,000
134,500

384,500
3,000
8,000
395,500
$ 50,900

THE THOMAS MANUFACTURING COMPANY
Schedule of W orking Capital
December 31, 1957 - December 31, 1958
December 31,
1957
1958
Current Assets:
Cash in bank
Cash on hand
Notes receivable—bank
Accounts receivable
Inventories
Unexpired insurance
Total current assets
Current Liabilities:
Bank overdraft
Bank loans
Notes payable—trade
Accrued interest
Accounts payable
Accrued taxes
Total current liabilities
Working capital
Increase in Working Capital

$ 2,000
21,000
175,500
210,000
1,200
409,700

$ 8,000
1,000
27,000
89,700
218,000
1,400
345,100

4,000
5,500
9,000
10,000
58,000
5,000
91,500
$318,200

6,800
10,000
6,000
52,000
3,000
77,800
$267,300

Changes in
Working Capital
Decrease
Increase
$ 1,000
85,800

$ 8,000
6,000
8,000
200

4,000
1,300
1,000

$89,100

4,000
6,000
2,000

50,900
$89,100
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b.

THE THOMAS MANUFACTURING COMPANY
Cash Flow Statement
1958
Cash applied to:
Acquire building (a)
Acquire machinery (b)
Increase bond investment
Pay dividends (c)
Decrease bank loans
Total
Cash provided by:
Operations (schedule)
$ 65,800
Sale of bonds
50,000
Sale of capital stock (d)
270,000
Total
Decrease in cash balance (e)
(a) Net change—buildings
$250,000
(b) Net change—machinery(increase)
$130,000
Add: Credit for disposal
4,500
Total
$134,500
(c) 2% of $400,000 =
$ 8,000
(d) Net change—capital stock (increase)
$300,000
Less: Discount (10%)
30,000
Total
$270,000
(e) Decrease in cash balance:
In bank, January 1, 1958
$8,000
Overdraft, December 31, 1958
4,000
$ 12,000
Increase in cash on hand
1,000
Net decrease
$ 11,000
THE THOMAS MANUFACTURING COMPANY
W orksheet for Cash Flow Income Statement
For the Year Ended December 31, 1958
Adjustments
To Cash Flow
Per
Deduct
Add
Ledger
Sales (net)
$1,250,000
(1) $180,000
(1) $ 92,000
21,000
27,000
(5)
(5)
Operating charges:
250,000
(2) 218,000
Materials and supplies
(2) 210,000
58,000
52,000
(3)
(3)
10,000
9,000
(4)
(4)
210,000
Direct labor
3,000
5,000
(7)
i 181,500
(7)
1,400
1,200
(6)
(6)
123,500
(8) 123,500
Depreciation expense
245,000
Selling expense
2,300 (10)
4,500
230,000 (10)
General expense
400
6,000 (11)
7,500
Interest (net)
(9)
10,000
(9)
Total forwarded

1,247,500

$250,000
134,500
3,000
8,000
1,300
396,800

385,800
$ 11,000

Cash
Result
$1,168,000

237,000
210,000
179,300
245,000
227,800
3,100
1,102,200
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Per
Cash
Ledger
Result
Total brought forward 1,247,500
1,102,200
Net profit to Retained
earnings
$
2,500
Cash provided by
operations
$ 65,800
Key to Adjustments:
(1) Accounts receivable adjustment (use accounts receivable—gross, where available)
(2) Inventories
(3) Accounts payable
(4) Notes payable—trade
(5) Notes receivable—trade
(6) Unexpired insurance
(7) Accrued taxes
(8) Depreciation for year—Non-cash expense
(9) Accrued interest expense
(10) To eliminate bad debts provision from cash expense
(11) To eliminate amortization of bond discount

Solution 3
a.

WALSCH COMPANY
Schedule o f Equivalent Labor Production
For Month Ending October 31, 1959
Production applied to:
Units completed
Units in process:
Completely assembled but not painted, 5,000 X 87.5%
Stamped, through first assembly, machined and cleaned,
3,000 X 62.5%
Equivalent labor production
b.

67,000
4,375
1,875
73,250

WALSCH COMPANY
Schedule of Cost of Production
For Month Ending October 31, 1959
Number
Total
of Units
Cost

Material:
K [$25,000 — (5,800 X $.25)]
X [$16,000 — (5,000 X $.20)]
Y [$15,000 — (6,000 X $.10)]
Primer and enamel used
Total
Labor:
Completed units
In process:
Not painted (5,000 X 87.5%)
Machined and cleaned (3,000 X 62.5%)
Manufacturing expense:
(Same pattern as labor)
Total cost of production

75,000
75,000
72,000
67,000

$23,550
15,000
14,400
1,072
54,022

Unit
Cost
$

.314
.200
.200
.016
.730

67,000
4,375
1,875
73,250
73,250

45,415
$ 24,905
$124,342

.620
$
$

.340
1.69
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c.
In-process inventories:
Material
K (8,000 X $.314)
X (8,000 X .200)
Y (5,000 X .200)
Labor (6,250 X $.620)
Manufacturing expense (6,250 X $.340)
In-process inventory
Solution 4
a.

$ 2,512
1,600
1,000

$ 5,112
3,875
2,125
$11,112

OMEGA BROTHERS COMPANY
Adjusting Journal Entries— January 31, 1959
( 1)

Inventory, January 31, 1959
Cost of Sales—Closing inventory
To record closing inventory computed as follows:
Inventory, February 1, 1958
Purchases
Loading
Additional mark-up
Inventory and purchases
Deduct:
Sales less returns
Mark-downs less cancellations
Total deductions
Book inventory
Shrinkage
Physical inventory
Total inventory, cost and retail departments:
Cost departments
Retail departments (above)
Total inventory

(2)

$551,695
Retail

Cost

$551,695
Mark-up

$ 590,000 $ 350,600
3,280,000 1,774,019
124,181
40,000
3,910,000 $2,248,800 42.49%
2,811,000
111,000

2,922,000
988,000
36,000
$ 952,000 $ 547,495 42.49%

Reserve for Shrinkage
Provision for Shrinkage
To reverse reserve for shrinkage at January31, 1959 no longer
required, as inventories have been adjusted to net physical
quantities by J.E. #1 and absorbed in cost of sales.
(3)
Loading Account (P & L)
Reserve for Loading of Inventory
To adjust reserve for loading at January 1, 1959 to amount re
quired to reduce closing inventory to net cost:
Loading in January 31, 1959 inventory:
Cost (per J.E. #1)
(107%) $547,495
35,817
Loading charge
( 7%)
Net cost
(100%) $511,678
$ 35,817
Loading in January 31, 1959 inventory
22,936
Loading in January 31, 1958 inventory
$ 12,881
Net adjustment

$
4,200
547,495
_____
$ 551,695
$24,000

12,881

$24,000

12,881
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b.

OMEGA BROTHERS COMPANY—-Working Trial Balance
January 31, 1959
Balance
Per Books

_____Adjustments
Credit
Debit

Profit and Loss
Net Sales:
$3,116,400
Sales
69,000 (4) $ 69,000
Additional charges
3,185,400
Total
Less returns:
246,000
Sales
4,000
Additional charges
250,000
Total
2,935,400
Net sales
Cost of Sales:
Inventory, February 1,
354,000
1958
1,930,000
Purchases
24,000
Provision for shrinkage
2,308,000
Total
Deduct—Inventory,
January 31, 1959
2,308,000
Cost of sales
Gross Profit:
Merchandising profit
627,400
12,881
124,181 (3)
7% loading account
751,581
Gross profit on sales
35,000
Leased department income
786,581
Gross profit
Expenses:
Administrative
198,000
Occupancy
260,000
Publicity
136,000
Buying
96,000
Selling
420,000
Total
4,000
1,110,000 (4)
24,000
( 2)
Net profit or (Loss)
$(323,419) (1) 551,695

Adjusted
Balance
-0$3,116,000

3,116,400
(4) $ 4,000

246,000
-

0—

246,000
2,870,400

(2)

24,000

354,000
1,930,000
2,284,000

(1)

551,695

551,695
1,732,305
1,138,095
111,300
1,249,395
35,000
1,284,395
198,000
260,000
136,000
96,000
420,000
1, 110,000

(4)
(3)

69,000
12,881

$ 174,395

Solution 5
General Fund
Cash in banks and on hand
Taxes receivable—delinquent
Supplies
Due from Library endowment trust fund
Vouchers payable
Allowance for uncollectible taxes—delinquent
Reserve for supplies
Reserve for petty cash
Unappropriated surplus

18,000
21,900
1,800
2,400

$ 16,000
2,190
1,800
3,000
21,110
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Sinking Fund
Investment in securities
Cash
Reserve for retirement of 30-year bonds
Surplus
Library Endowment Trust Fund
Cash
Investment in securities
Land
Building
Equipment
Supplies
Allowance for depreciation—building
Allowance for depreciation—equipment
Due to general fund
Library endowment non-expendable fund balance
Library endowment expendable fund balance
General Fixed Asset Group
Land
Buildings
Improvements other than buildings
Machinery and equipment
Inv. in fixed assets—spec. assess.—city share
Inv. in fixed assets—spec. assess.—citizen share
Inv. in fixed assets—bond fund
Inv. in fixed assets—general fund
General Bonded Debt and Interest Group
Amount provided for bond retirement
Amount to be provided for bond retirement
Amount to be provided for interest payments
Bonds payable, 30-year
Interest payable in future years

136,680
840

136,680
840

15,000
65,400
10,000

90,000
36,000
300

1,125
900
2,400
211,375
900

60,000
235,000
300,000
280,000
100,000
200,000

400,000
175,000
137,520
262,480
216,000
400,000
216,000

Auditing
N ovem ber 5, 1959; 8 :3 0 to 12 p.m .

Solution 1
In each case any actual failure to comply would have to be reported in a foot
note to the statements in view of the possible serious consequences of advancing
the maturity date of the loan. The individual audit steps follow:
(1) Check balance sheets at beginning and through the previous fiscal year for
working capital ratio. If under 2 to 1, check compensation of officers for
compliance with limitation.
(2) Examine client’s copies of insurance policies or certificates of insurance for
compliance with the covenant, preparing schedule of book value, appraised
or estimated actual value and coverage for report. Confirm policies held
with trustee.
(3) Examine vouchers supporting tax payments on all property covered by the
indenture. By reference to the local tax laws and the vouchers, determine
that all taxes have been paid before the penalty-free period expired. If vouchers
in any case are inadequate, confirm with trustee who holds the tax receipts.
(4) Vouch payments to sinking fund. Confirm bond purchases and sinking fund
balance with trustee. Observe cremation certificates or equal evidence of
destruction of bonds for bonds cancelled. Report the fund as an asset, pref
erably giving the composition as to cash and bonds held alive, if any.
Solution 2
(1) Adjust the inventory figure as of December 31, 1958 as required by a market
price of $2.00, instead of $1.40, applying the cost-or-market principle. The
actual quotation was a transitory error and no purchases had been made
at this price.
(2) Report the action on the new stock issue in a footnote to the balance sheet.
(3) Report the fire loss in a footnote to the balance sheet and refer to it in con
nection with the income statement, since earning power is presumably affected.
(4) Report this change in investment composition in footnotes to the statements
because it changes the character of the assets and operations which are being
reported upon and which the reader tends to assume are continuing.
(5) Although information of the rebellion is common knowledge, the statements
should disclose both the location of the subsidiary’s operations and the re
bellion, particularly if the parent’s investment is a significant portion of its
total assets, or the total assets or gross revenues of the unconsolidated sub
sidiary are significant in relation to the consolidated assets or revenues.
Solution 3
a. Classification of the content of working papers:
(1) Financial facts from the client’s records (for example, the trial balance
and other analyses).
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(2) Financial facts from outside sources, such as the amount shown on de
posit by a bank.
(3) Other facts from client’s records (e.g., excerpts from minutes).
(4) Internal opinions, explanations and estimates (e.g., engineer’s estimate
of useful life of a machine).
(5) Auditor’s program for this engagement.
(6) Auditor’s verification of facts and statement of work done (e.g., ob
servation of physical inventory).
(7) Auditor’s conclusions about facts (e.g., conclusions as to reliance on
internal control).
(8) Auditor’s adjustments, i.e., journal entries with explanations.
Types of working paper forms:
(1) Working trial balance or working statements.
(2) Adjusting and reclassifying journal entries.
(3) Leading schedules.
(4) Supporting schedules.
(5) Computational worksheets (e.g., calculation of depreciation, taxes, etc.).
(6) Miscellaneous working papers, such as pending matters, lists of con
firmation requests, index, etc.
(7) Permanent or carry-forward file (excerpts from minutes, contracts, agree
ments, leases, indentures, etc.).

Solution 4
The following procedures should be employed by the auditor in verifying gross
income from lease contracts:
1. Verify the ownership of the 124 passenger cars and 210 trucks in the light
of lease contracts which in turn indicate expected lease income (see below).
2. Secure or prepare a list of all leases in effect during the year and examine
an adequate sample of leases to verify:
a. Lessee’s name and address.
b. Duration of the lease and starting and ending dates.
c. Specific vehicles covered in each lease.
d. Periodic payments to be made under each lease.
3. Confirm leases on a test basis by direct correspondence with lessees.
4. Compare total units of rental equipment per 2 (c) with total units per asset
and depreciation records of rental equipment. Acquisition and disposal dates
for rental equipment should be tested against starting and ending dates of
leases to the extent deemed necessary.
5. Tie in total payments due in the period under audit with cash receipts. If
there is a one-man accounting department the test will be more extensive
than would be otherwise required.
6. Establish proper cut-off at beginning and end of period with respect to
accruals and deferments.
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7. Trace cash receipts to income account or receivable account according to
system in operation on a test basis.
8. Verify by confirmation any past-due rental payments.
9. Check maximum potential rental income for the period against reported and
accrued income for the period.
10. Investigate any significant differences disclosed by 9, above, to prove correct
ness of reported and accrued income for the period, paying particular at
tention to leases that have expired or defaulted during the period.

Solution 5
1. Discuss the nature of the project and the people, materials and facilities used on
it with someone well acquainted with it.
2. Examine internal control surrounding the use of materials, personnel, and
facilities used in research, and the related accounting.
3. Secure or prepare an analysis of the total cost of the patent, and:
a. Vouch materials charged to the project with requisitions, invoices or other
documents, scrutinizing them for appropriateness to the job (test the
period January, 1956 to January, 1959).
b. Ascertain that labor charged to the project was actually performed on it by
testing payroll using time or job cards or other available records of work.
c. Scrutinize any charges for overhead made to the project for equitableness
in the light of total overhead cost, other applications of overhead, and the
possibility of idle capacity.
d. Compare the actual cost to the original and revised budgeted or appro
priated amounts. Investigate any substantial difference.
e. Investigate and test the possibility of proper costs of the project being
charged to expense over the three years involved.
4. Examine letters, patent, and applications therefor and correspondence thereon
to satisfy yourself that the patent resulted from the work on “Project Able.”
5. Investigate the fairness of the asset value at December 31, 1959 and of the
amortization policy of the client by:
a. Ascertaining the sales and orders for the machine to and subsequent to
December 31, 1959, and,
b. discussion with informed executives of the function of the machine and
its prospects in the market.
6. Review amortization policy and calculations made and recorded to December
31, 1959.

Solution 6
Third parties should be requested to confirm the following information:
1. Balances of cash in depositaries.
2. Customers’ account balances (probably on a test basis).
3. Amounts and, if appropriate, other details relating to deposits, due from
officers, etc., (probably on a test basis).
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4. Inventory quantities held by or for others.
5. Advances to subsidiaries (unless an assumption is stated that the state
ments of the subsidiaries are also being examined).
6. Amounts, due dates, interest rates and security (if any) in respect to notes
payable.
7. Vendors’ account balances.
8. Amounts, due dates, interest rates and security (if any) in respect to
long-term debt.
9. Number of shares of capital stock outstanding (unless an assumption is
stated that the company maintains its own stock records).
10. Details as to litigation of any consequence pending against the company.
Third parties might be requested to confirm the following information (the
necessity for such requests would depend on the system of internal accounting
control and other matters not set forth in the problem ).
1. Details of selected bank deposit slips.
2. Insurance policies in force.
3. Amounts and other details, if appropriate, relating to other assets.
4. Amounts payable and other details relating to miscellaneous liabilities, if
appropriate.

Solution 7
a. (1) In one sense all controls may be characterized as “administrative,” even
the accounting controls. The division being made here is for the purpose
of distinguishing the accounting controls, with which the independent
auditor is primarily concerned, from all other controls.
Administrative controls comprise the plan of organization and all
methods and procedures that are concerned mainly with operational effi
ciency and adherence to managerial policies and usually relate only
indirectly to the financial records. They generally include such controls
as statistical analyses, time and motion studies, performance reports, em
ployee training programs, and quality controls,
(2) Accounting controls comprise the plan of organization and all methods
and procedures that are concerned mainly with, and relate directly to,
the safeguarding of assets and the reliability of the financial records.
They generally include such controls as the systems of authorization and
approval, separation of duties concerned with record keeping and ac
counting reports from those concerned with operations or asset custody,
physical controls over assets, and internal auditing.
The extent to which organizational plans and control methods and
procedures may be classified as accounting controls or administrative
controls will, of course, vary in individual circumstances.
b. In the course of his examination the auditor obtains appropriate knowledge
of his client’s organization and operations, on which he bases his selection of
the internal control areas he proposes to evaluate. Accounting controls gen
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erally bear directly and importantly on the reliability of financial records and
would, therefore, require evaluation. Other controls (generally the administra
tive controls) ordinarily relate only indirectly to the financial records and thus
would not require evaluation. However, when the auditor believes that such
other controls may have an important bearing on the reliability of the finan
cial records, he should consider the need for evaluating such controls.

Solution 8
a. The retail inventory method provides departmental book control of merchan
dise stocks at current retail values which, when converted to cost at the close
of each month, makes it possible to compute monthly profits by departments
without taking a physical inventory. As it pertains to inventory control, the
retail method compiles departmental book inventories at retail values which
must be checked for accuracy. Generally, twice a year physical inventories will
be taken at retail values and necessary adjustments will be made in the de
partmental synopsis ledger.
b. 1. Merchandise originally charged into stock at $23.00 must be taken out at
$23.00 or else there will be a dollar balance remaining. The retail book
inventory would show a $3.00 balance causing a condition whereby physi
cal inventory would be short of the books.
2. Salespeople, in ignoring the recording of the employees’ discounts, are
guilty of not relieving stock of all the retail value that was charged thereto.
In situations like this the departmental physical inventories would be
short of the books.
3. If price change reports are not prepared then items are being sold at
prices different than what had been charged into stock. If a buyer fails to
record a mark-up then the physical inventory will be over the books. If he
fails to record a mark-down then the physical inventory will be short
of the books.
4. If buyers are recording a “mark-up” instead of a “mark-down cancella
tion,” this will have no effect on the book retail inventories and no adjust
ment would be necessary to bring the physical inventories into agreement
with the book inventories. (However, this error would cause an overstate
ment of the departmental “mark-on,” which would result in a lower cost
inventory.)
5. In the taking of the physical inventories it is important that all precautions are
taken to assure an accurate inventory. If buyers, salespeople, or other personnel
have violated store policies with regard to inventory control, the manipulation
of the records listing physical inventories would render any comparison of
book and physical inventory meaningless and prevent the discovery of a
shortage.
6. Items retained in departments for “lay away” customers should be segregated
and not counted as part of the physical inventory. A sale has been recorded

224

A nswers

for this transaction; consequently, the book inventory is reduced. If the items
are counted then the physical inventory would be over the book inventory.

Solution 9
Board of Directors
Modern Manufacturing Company
Alexander, Iowa
We have examined the balance sheet of Modern Manufacturing Company as of
September 30, 1959, and the related statements of earnings and retained earnings
for the year then ended. Our examination was made in accordance with generally
accepted auditing standards, and accordingly included such tests of the accounting
records and such other auditing procedures as we considered necessary in the
circumstances.
Consistent with the company’s practice in prior years, inventories of finished
products and work in process have been stated at material cost only, without the
inclusion of direct labor and overhead, two generally accepted elements of cost.
This practice has resulted in stating such inventories, and consequently retained
earnings, at amounts less than would otherwise be reported. To the extent that
the excluded elements of cost vary from year to year, this practice also results in
stating net income, and liabilities measured by net income, at amounts less or
greater than would otherwise be reported.
In view of the effect of inventory methods on the statements, we do not express
an opinion as to the over-all fairness of the accompanying balance sheet of Modem
Manufacturing Company as of September 30, 1959, and the related statements of
earnings and retained earnings for the year then ended. In other respects, however,
it is our opinion that these statements have been prepared in conformity with
generally accepted accounting principles applied on a basis consistent with that
of the preceding year.
Certified Public Accountants

Commercial Law
November 6, 1959; 8:30 to 12 p.m.

Solution 1
Yes
a. 1.
2. X
3. X
4. X
5.
6.
7.
8. X
9. X
10. X
b. 11.
12. X
13. X
14.
15.
16.
17.
18. X

No
x

X
X
X

X

X
X
X
X

Yes
19. X
20. X
21. X
22. X
23.
24. X
25.
c. 26.
27. X
28.
29. X
30. X
31.
32.
33. X
34. X
35.

No

X
X
X
X

X
X

X

Solution 2
a. (1) As a general rule, an agent cannot delegate his authority to another
without the expressed or implied authority of the principal. This is be
cause an agent is usually selected and appointed in reliance upon a
particular personal qualification. It would therefore be unfair and prob
ably harmful to the principal’s interests if the agent could delegate his
authority at his own discretion. Here Vogel is not bound by Jones’ ap
pointment of Smith.
(2) As exceptions to the general rule, an agent may delegate his authority
to sub-agents when: (a) the acts to be done involve only mechanical or
ministerial duties, (b) a well-known custom justifies such appointment,
(c) the appointment is justified by necessity or sudden emergency, or
(d) it is contemplated by the parties that sub-agents would be employed.
b. Yes. An infant may act as an agent for others and any agreement he makes
for his principal is binding. While an infant has the right to terminate his
employment at his own convenience, so long as he continues in the employment
his acts within the scope of the authority conferred upon him become those of
his principal. While an infant of tender years cannot act as an agent. Child
was of an age to possess sufficient physical and mental capacity to exercise
the authority delegated to him.
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Solution 3
a. Yes, this is a valid lien. One who has improved real property by the furnishing
of materials or services may secure a lien on the premises for the sum due
him if he follows the statutory requirements for the filing of such lien. Usually
prior payment to the general contractor by the owner does not avoid the
eff ect of the lien. The fact that the subcontractor has dealt only with the
general contractor does not affect the right to file a lien. In some states,
however, recovery under a lien is limited to the amount still unpaid by the
owner on the general contract. In such event where there has been full pay
ment to the general contractor there can be no recovery on the lien.
Statutes usually provide that the owner can protect himself by obtaining
from the general contractor a sworn statement setting forth claims of sub
contractors and materialmen and withholding enough to pay them. An owner
may also require the general contractor to furnish a bond covering possible
liens and such a provision is sometimes included in a general contractor’s bond.
b. (1) The bank would be particularly interested in the nature and amount of
any charges against the equipment sought to be pledged. The possessory
lien of the Repair Shop would take precedence over any claim by the
bank on its loan related to the equipment, and retention of possession
by the Repair Shop would prevent use of the equipment to earn funds
to repay the loan. Moreover, the bank could not actually obtain possession
of the equipment as pledged security while the Repair Shop retained
possession under its lien.
(2) The Repair Shop has a valid possessory lien only as to the amount of the
$500 invoice. A manufacturer or artisan has the right to retain possession
of personal property which he has improved, as security for the price of
his services thereon. But such a lien is only effective so long as possession
is retained, and subsequent possession will not restore a lien right which
formerly existed. This lien would be released by the payment of $500,
the owner could get possession of the equipment, and then pledge it
with the bank.

Solution 4
a. The note cannot be enforced against Jones. It is not a negotiable instrument.
Hence Jones’ claim of lack or failure of consideration, though a personal
defense, is good against the transferee, X L Corporation. Such a defense
would not be good were the note a negotiable instrument and XL Corporation
a holder in due course thereof.
b. There are five essential requirements to all of which this instrument must
conform to make it negotiable.
(1) It must be in writing and signed by the maker. The note would qualify un
der this provision, as there is no restriction as to the kind of writing,
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whether ink, pencil, typing, or printing. The note is signed by the maker,
Jones.
Must contain an unconditional promise to pay . . . a mere acknowledg
ment of debt is insuff icient, but the courts have held that when it is accom
panied by words such as “payable on demand” this is sufficient to qualify.
. . . a sum certain in money. There is some ambiguity in this instrument,
but a section of the Uniform Negotiable Instruments Law gives a solution,
by permitting the figures to clarify the words if they are ambiguous.
Must be payable on demand or at a fixed or determinable future time.
The instrument clearly qualifies.
Must be payable to order or bearer. The instrument fails on this require
ment. The words in the endorsement will not fulfill the requirement in
the body of the note.

Even assuming that the instrument were negotiable, XL must prove that it is a
holder in due course. Here again the breach of any one of the requirements
will subject the holder to any personal defenses to the note. Another section
of the Uniform Negotiable Instruments Law lists the following:
“A holder in due course is a holder who has taken the instrument under
the following conditions:
(1) That it is complete and regular on its face.” As shown above this instru
ment is not complete and regular on its face. It lacks the requirement of
being payable to order or bearer.
“ (2) That he became holder of it before it was overdue. . . .” There is a ques
tion of fact as to this requirement. The Uniform Negotiable Instruments
Law provides that where an instrument payable on demand is negotiated
an unreasonable length of time after its issue, the holder is not deemed
a holder in due course. It would appear that the period from January 3
to August would be an unreasonable length of time for such a note as
this— although circumstances might lead to a different conclusion.
“ (3) That he took it in good faith and for value.” The holder clearly qualifies
here.
“ (4) That at the time it was negotiated to him he had no notice of any
infirmity in the instrument or defect in the title of the person negotiating
it.” Here, again, the holder meets the standard set forth.

Solution 5
a. Emerson has a valid claim of $1,800 against XYZ.
Fidelity bonds usually require, either expressly or impliedly, that the em
ployer represent and warrant: first, that none of the employees named in the
bond has ever to his knowledge been a defaulter, and, second, that he will
not knowingly continue to employ one who commits a theft. Breach of either
provision will generally permit the surety to avoid the obligation.
Thus, until discovery of the first defalcation by Smith, Emerson Company
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did not have the requisite knowledge to breach the warranties, and XYZ
would therefore be bound for the amount of the actual loss that was sus
tained. But when Emerson failed to report the loss, it breached the first war
ranty, and when it continued to employ Smith without the express permission
of XYZ, the second warranty was breached. Either of these breaches would
be sufficient to relieve XYZ of any liability for subsequent peculations by
Smith. Accordingly there is not a valid claim for the second loss of $1,000.
b.

(1) The purpose of a performance bond is to protect the owner or any other
party engaging the contractor against loss resulting from the contractor’s
default in performance or failure to complete the work agreed upon. It
sometimes includes, or is accompanied by, a bond to protect against loss
occasioned by the failure of the contractor to pay subcontractors, mate
rialmen or laborers, who, if unpaid, would have the right to file mechanics’
liens against the property.
(2) Under ordinary surety law, an extension of time, or modification of the
underlying agreement will void the surety’s obligation. In contracts of this
kind, however, where there is a paid corporate surety, the courts usually
will not release the surety unless the modifications are extensive and
appreciably increase the risk. Moreover, the loss must have been occa
sioned by the changes in the contract terms. Of course, the surety upon
due notice or by provision in the contract, may have agreed to be bound
by any modifications in the agreement. In such case, the courts will hold
him to the modified terms.

Solution 6
a. (1) Abrams would have no right of action against Abbott.
When the contract obligates a party to perform an act which requires
personal skill or which contemplates a personal relationship with the
obligee or some other person, the death or disability of the obligor,
obligee, or other person discharges the contract. If the act called for by
the contract can be performed by others or by the promisor’s personal
representative, however, this rule does not apply.
The proper performance of any audit demands individual professional
skill. Here it is evident that it was intended that Abbott, a sole practi
tioner, was to perform the audit and render a report and an opinion.
Thus Abbott would not be liable for his failure to complete the en
gagement.
(2) Abbott, although not subject to damages for breach of contract, has
nevertheless failed to perform his agreement. He cannot, therefore, re
cover in accordance with the contract terms. However, in a case of this
kind, recovery would be permitted on the basis of the actual value to
Abrams of any performed services accepted by him. If Abbott could
establish that his services have been of value to Abrams, he could re
cover to that extent. Here no value appears to have accrued to Abrams.
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b. (1) No. There is no liability for damages for breach of the contract. The law
is clear that the death of the employer will relieve both parties to a
personal service contract from liability for damages thereon. The admin
istrator or executor of the decedent’s estate is not obligated to carry on
the business of the decedent and thus is not obligated to fulfill the em
ployment contract provisions.
(2) Yes. Mills has a valid claim against the estate for services which he has
already performed. This is a divisible contract with twelve separate parts.
There is therefore a liability for the third month’s installment on the con
tract. Mills may sue in the alternative for the reasonable value of his
services to date, less the amounts already received, instead of seeking to
recover the third installment in an action or contract.

Solution 7
a. (1) Watered stock is capital stock issued as fully paid when, in fact, no con
sideration whatever has been paid for it nor agreed to be paid, or the
consideration which is paid or agreed to be paid is less than the stock’s
full value. Such stock, to the extent that it does not represent reasonable
or market value as might be ascertained from outside sources given for it,
is said to be diluted or “watered.”
(2) a. Stock issued in exchange for property or services. The property and
services may be grossly overvalued.
b. Stock issued for cash. The amount of cash given for par value stock
may be less than the par value of the stock issued, or no-par stock
may be issued as fully paid when, in fact, only a part of the price
agreed upon has been received by the corporation.
c. Common stock issued as a bonus to induce the purchase of preferred
stock or bonds. The price paid may be insuff i cient to furnish full value
for the common stock as well as for the preferred stock or bonds.
d. Stock issued as a gratuity. Obviously there is no consideration what
ever for stock issued as a gratuity.
e. Stock issued as a stock dividend, without transfer of retained earnings
or other paid-in capital to the capital stock account. Here there is no
consideration for the new stock issued.
b. (1) The articles of incorporation or an actual copy of the stock certificate
itself should be referred to in order to determine the terms of an agree
ment that would be binding. The courts have held that notice of the
agreement would be imputed to the “innocent” purchaser of stock if the
agreement were disclosed in either of these types of documents. Provisions
in the by-laws or in private contracts will not be enforced against such
an innocent purchaser, although they will be enforced against one who
has actual knowledge of the restriction, if the terms are otherwise ac
ceptable.
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(2) a. Provision that the stockholder must first offer the stock to the cor
poration before transferring to a stranger.
b. Provision that the stockholder must first offer the stock to other
stockholders before transferring to a stranger.
c. Provision that an employee who receives stock as part of a bonus or
profit-sharing plan must offer the stock to the corporation upon
termination of his employment.
(3) a. Provision that the stock may be transferred only to the corporation
or to other stockholders.
b. Provision that stock may be transferred only with the express permis
sion of the Board of Directors or of other stockholders.
c. Provision prohibiting the transfer of the stock.
d. Provision prohibiting the transfer of the stock for an unreasonable time.
e. Provision setting an unreasonable price at which the stock must be
offered first to the corporation or other stockholders.

Theory of Accounts
November 6, 1959; 1:30 to 5 p.m.

Solution 1
a. Depreciation accounting is a system by which the cost of a depreciable asset
is spread over the accounting periods of its estimated useful life. It also re
sults in reporting depreciable assets on the balance sheet at cost less accumu
lated depreciation. The objective is a systematic and rational allocation of an
equitable portion of the cost of the asset to each of the periods benefited
by use of the asset.
b. The two principal decreasing charge methods are declining balance and sumof-the-years-digits. When used in the proper circumstances, these methods are
clearly “systematic and rational.” They are systematic in the sense that once
the method has been chosen, the determination of the amount of depreciation
is a purely mechanical process of applying the formula to the cost of the asset.
They are rational methods in that, in appropriate circumstances, they achieve
a proper matching of the cost of service capacity used up in the period with
the revenue produced in the period. Appropriate circumstances for this use
would be in those cases where the expected productivity or revenue-earning
power of the asset is relatively greater during the earlier years of its life, or
where maintenance charges tend to increase during the later years. These
characteristics appear to be common to a substantial portion of fixed depreci
able assets.

Solution 2
a. The earnings per share of common stock for X Corporation should be de
termined as follows:
Net Income
$17,997,300
Less: 6% dividend on preferred stock
300,000
Net Income available for common
$17,697,300 (a)
Total Shares Outstanding (average) :
Share-Months
From Jan. 1 to Apr. 1 3 months X 6,000,000 shares = 18,000,000
From Apr. 1 to Dec. 31 9 months X 7,000,000 shares = 63,000,000
12
81,000,000
Average shares outstanding: 81,000,000 ÷ 12 =
6,750,000 (b)
$17,697,300
Earnings per share = (a) ÷ (b) or
= $2.62 per share
6,750,000
$1,620,000
= ($.24) per share
Extraordinary loss per share =
6,750,000
Preferred dividends were deducted from net income because they constitute
a restriction on the amount of earnings available to common shareholders. A
weighted average of the outstanding shares (weighted by the number of months
outstanding) was used because a significant number of new shares were issued
on April 1, and were thus not outstanding during the entire year. The amount
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of the extraordinary loss per share should be computed to supplement the
reported amount of earnings per share, since this loss is a significant factor in
the per-share results for the year.
b. Ordinary net income per average share outstanding during the current year
was $2.62, as compared with $1.86 per share last year. During the current
year an extraordinary loss of $.24 per share resulted from the retirement of
bonds prior to maturity. This was charged directly against retained earnings
rather than shown on the income statement. Earnings after deduction of this
extraordinary charge were $2.38 per share.
An additional 1,000,000 shares of common stock were issued on April 1,
19— making a net of 7,000,000 shares outstanding. A weighted average of
6,750,000 shares was used in computing earnings per share for the current
year.

Solution 3
a. The accounting practices indicated here are faulty in several respects. Reserves
created for general undetermined contingenies are of such a nature that charges
or credits relating thereto should not enter into the determination of income.
They should be created by an appropriation of retained earnings, be classified
in the balance sheet as a part of the stockholders’ equity, and be returned
directly to retained earnings when no longer needed. No costs or losses should
be charged to such reserves, and no part of the reserve should be transferred
to income.
b. From the standpoint of the income statement of Petroleum Corporation it is
dfficult to see how any very objective reporting of the expenses and loss was
achieved in the areas for which the Reserve for Contingencies was presumably
established. The following is a summary of what took place:
Restoration to income of charges to income made in prior years $1,424,619
Less: Net charge to income of 1958
$466,400
Less payment charged to reserve
45,063
421,337
Net reduction in reserve credited to 1958 income
$1,003,282
In effect what has been done is to increase the reported income for 1958 by
an amount in excess of $1,000,000 (hardly an immaterial amount to any
corporation) by reason of estimates of the impact of contingencies which
presumably are not subject to objective measurement (otherwise the term
contingency would not be justified).
But even to disregard the restoration of previous balances to income in
1958 does not materially improve the case. It is stated that the charge to
income in 1958 was $466,400 as against charges to the reserve during the
year of less than 10% of this amount. There is no standard provided in
accounting theory by which one can determine on an objective basis the
“adequacy” of any one year’s provision for imponderables of this sort.
From the standpoint of comparative profit and loss statements, what one
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compares is not the losses actually incurred one year as compared with
another in the area in which management envisions certain contingent losses,
but the provisions that management has seen fit to make in a particular year.
For the year 1958 the “swing” is between reporting a loss of $45,063 and a
net credit (restoration of income) of $1,003,282— certainly a material re
porting item.

Solution 4
a. 1. Contributed (or “paid-in”) capital is the total amount designated as the
permanent capital of a corporation, including amounts paid in for shares,
contributed, or capitalized by order of the Board of Directors.
a. Legal or stated capital is the amount of par or stated capital applicable
to the shares of stock that have been issued and not retired by appro
priate legal action.
b. Amount in excess of legal or stated capital is any amount paid in, con
tributed, or designated as permanent capital by the Board of Directors
in excess of the par or stated value of issued shares.
2. Retained earnings represent the cumulative amount of undistributed income
that has not been designated as permanent capital by the Board of Directors.
a. Appropriated retained earnings are the amounts of retained earnings
that have been restricted by contract and/or by the Board of Directors
and are therefore not available as a basis for dividends.
b. Unappropriated retained earnings is the amount of undistributed earn
ings that is available for distribution to stockholders upon appropriate
action of the Board of Directors.
3. Unrealized appraisal increments are amounts of upward revaluations of net
assets that have not been realized, in accordance with the accounting
concept of realization.
4. Cost of treasury shares (contra-amount) is the cost to the corporation of
acquiring shares of its own capital stock that are being held in the treas
ury, and have not been legally cancelled or reissued.
5. Minority interest in subsidiaries consolidated. Consolidated statements pre
pared in accordance with the “entity” theory would include the minority
interest in subsidiaries consolidated as a part of the stockholders’ equity
section.
6. Some companies consider the excess of the book value of the net assets of
a subsidiary over the cost thereof to be a part of “capital” surplus.
b. The stockholders’ equity section is subdivided in order to give useful infor
mation about the source and ownership of corporate net capital, and to indi
cate any restrictions on its withdrawal. Distinctions between contributed
(paid-in) capital and retained earnings indicate the extent to which a company
has financed its growth internally. Further distinctions in the contributed
capital section indicate the relative interests of various classes of owners
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(e.g., preferred and common). Other classifications are pertinent in determin
ing the unavailability, for reasons of law or management action, of capital for
dividend purposes. These include the distinction between legal or stated
capital and amounts in excess thereof, treasury stock restrictions, and, some
times appraisal increments, as well as contractual or voluntary appropriations
of retained earnings.
c. Four sources of capital in excess of par or stated value of shares:
1. Issuance of shares for a consideration in excess of par or stated value
per share.
2. Issuance of shares as a stock dividend, where the amount to be capitalized
per share exceeds its par or stated value.
3. Re-issuance of treasury shares for an amount in excess of the cost in
curred in re-acquiring them.
4. Contributions of assets to a corporation, such as might be made by a
local governmental unit to encourage the corporation to locate its business
in a particular area.
d. In ordinary usage the term surplus is used to designate the amount of any
thing that is in excess of use or need. The amount of capital paid in, in excess
of par or stated value, and the income retained in a business are in no sense
in excess of amounts that are needed or used by the corporation. Therefore,
the terms “capital surplus” and “earned surplus” are likely to be misinterpreted
by many users of financial information, and should be avoided whenever pos
sible. Suggested substitutes are “Contributed capital in excess of par or stated
value” and “Accumulated earnings retained in the business” or “Retained
earnings.”

Solution 5
a. Excess earnings are the excess of actual earnings over what might be called
“normal” earnings, where normal earnings are determined by applying a
“normal earnings rate” factor to the net assets of an enterprise. Average excess
earnings are determined by dividing the sum of excess earnings for a period
of years by the number of years in the period.
b. The main justification for this method lies in the objective results it achieves.
That is, it produces a situation in which the average actual earnings represent
a normal rate of return on the net assets including the goodwill. This can be
seen from the fact that the formula for computing goodwill by this method is a
variation of that for determining “return” in rate of return computations. The
return (interest) on an investment is equal to the earnings rate times the
principal times the time, or I = R X P X T. If the goodwill is assumed to
have an indefinite existence T is dropped from the formula, and a simple alge
braic transposition yields the goodwill formula P = I ÷ R. That is, the good
will (principal) equals the excess earnings (I) divided by the earnings rate
factor (R ).
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Note that this method of computing goodwill assumes an indefinite life for
the excess of earnings. Where this assumption is not applicable, the excess
may be divided into parts, to be capitalized at different rates expressing the
expected period of continuation, or other appropriate methods of estimating
the value of the goodwill may be used.
The value of goodwill determined by use of the capitalizing method clearly
depends upon the rate selected as “normal,” a highly subjective factor about
which there may be considerable difference of opinion.
c. Goodwill is recorded only when it is acquired by purchase.
d. Goodwill falls within the definition of Intangible Assets and is subject to the
usual amortization procedures for such assets. Where there is evidence of
limited duration, the cost of goodwill should be amortized by systematic
charges in the income statement over the period benefited. If it becomes evi
dent that the period benefited will be longer or shorter than originally esti
mated, the rate of amortization may be increased or decreased proportionately.
Charges to retained earnings should be made only if a change in the rate
would so increase the charge as to materially distort income in a given year.
When there is no evidence to indicate limited life, goodwill may be carried
as an asset not subject to amortization. If, however, the corporation feels that
goodwill will not persist during the entire life of the enterprise, it may amor
tize the cost by systematic charges to income over a reasonable period of time.

Solution 6
a. Self-insurance is a policy of deliberately assuming the risk of certain casualty
losses because of management’s belief that actual losses incurred from such
casualties over a period of time will be less than the insurance premiums re
quired to cover such losses. The expected loss may or may not be funded.
b. 1. Characteristics of the assets. The advisability of self-insurance is affected
by the number, unit value and geographical dispersion of the assets in
volved. Ideally, to make self-insurance a wise policy there should be a large
number of relatively low-value-per-unit assets, widely dispersed geo
graphically.
2. Size and financial strength of the company. Since self-insurance contem
plates average losses over a period of time, the company must have suffi
cient financial strength to absorb any uninsured loss in any period. This
factor, and the above factor of a large number of assets, is usually found
principally in relatively large companies.
3. The cost of insurance premiums. There must be worthwhile savings to
justify the risk assumed. This saving is normally possible only when in
surance premiums are large.
c. One method of accounting for self-insurance is to start with an estimate of
the average annual losses over a period of years. Each year this amount is
charged to operations and credited to a “reserve for self-insurance” account.
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When a loss occurs it is charged to the reserve account and credited to the
appropriate asset account. Thus if it is estimated that average annual losses
may be $1,000,000 the initial entry would be:
(1) Estimated fire (or other casualty) losses
$1,000,000
Reserve for self-insurance
$1,000,000
When specific loss occurs, say $50,000, the following entry is made:
(2) Reserve for self-insurance
$50,000
Asset (for net loss)
$50,000
Presumably the aggregate of such losses each year, over a period of years,
will average $1,000,000.
Another method of accounting for self-insurance is to maintain an appro
priation of retained earnings equal to the maximum probable loss in any one
year. Actual losses are then charged to operations as they occur.
For example, if it is estimated that the maximum loss likely to occur in
any one year is $2,500,000 the following entry would be made:
(1) Retained earnings
$2,500,000
Reserve for self-insurance
$2,500,000
When an actual loss occurs, say $50,000, the following entry is made:
(2) Fire (or other casualty) loss
$50,000
Assets (for net loss)
$50,000
A possible third method is to make no entry at the start of the plan, and
simply charge losses to operations as they are incurred. This is a variation of
the second method above, without the appropriation of retained earnings.
d. The second method described above (i.e., appropriations of retained earnings)
is preferable. Until a loss occurs, the possibility of a casualty is a contingency
only. Such a contingency is too indefinite and uncertain to justify a charge
against operations.
The second method also avoids problems of presentation of balances in the
account entitled reserve for self-insurance that might arise if the first method
were used. Under the second method it is simply an appropriation of retained
earnings, to be dealt with as other such balances are. Under method one, a
credit balance in the account would have to be treated either as a liability
(although no liability exists) or as a deduction from the asset account, which
is clearly inappropriate. Under the second method the reserve could never
have a debit balance, but a debit balance is quite possible under method
one, and no logical treatment exists for this situation.
The third method is acceptable, though inferior to the second method in
that it does not disclose in the statements a possible significant fact, i.e., that
the company has adopted a self-insurance plan. This defect could perhaps be
remedied by a footnote to the financial statements.

Solution 7
a. 1. The principal argument used by advocates of this view is that reported
income determined under present methods contains a mixture of dollars
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of different purchasing power, and that the greater the investment in fixed
assets the more serious this is likely to be. They argue that 1938 dollars
and 1958 dollars are essentially non-comparable, unless adjusted to put
them on the same basis in terms of purchasing power. Income determined
by subtracting from revenue, measured essentially in current dollars, ex
penses measured partly in past dollars, is said to be like trying to subtract
corn from beans. In view of this the usefulness of reported income, ac
cording to advocates of these views, is substantially impaired. It results,
when prices are rising, in reported income that is higher than would be
the case if current dollars were used in measuring expenses, particularly
depreciation of long-lived assets. This is said to be unfavorable because it
results in higher taxes and increased pressure for dividends and wage in
creases, among other things. The reverse situation prevails when prices
are falling.
2. A somewhat different line of argument contends that depreciation on
historical cost for tax purposes does not allow tax-free recovery of suffi
cient purchasing power to replace the assets. This, in their view, amounts
to converting an “income” tax into a tax on capital. Similarly, basing
depreciation on historical cost, for general accounting purposes, presents
management with the rather difficult problem of explaining to stockholders,
labor representatives and others why “income” must be retained in the
business, not to expand, but merely to maintain this present position.
b. Three specific suggestions have been made by advocates of this view.
1. Periodic re-appraisal of assets.
2. Basing depreciation on replacement cost.
3. Converting historical cost depreciation by the use of index numbers of
purchasing power.
Explanation:
1. Under this proposal, fixed assets would be re-stated to reflect appraisal
valuation, either yearly or perhaps every 5 to 10 years. Depreciation
thereafter would be based on these appraisal values.
2. Under this proposal, depreciation would be based either on the determina
ble or estimated replacement cost of specific assets, or would be determined
by use of an index number of changes in replacement costs, such as, for
example, an index of construction costs applied to buildings.
3. Under this proposal, depreciation on historical cost would be converted to
current dollar cost by use of an index of general purchasing power, such
as the Consumers Price Index or the Wholesale Price Index, both pub
lished by the Bureau of Labor Statistics. Thus, yearly depreciation of
$1,000 on an asset purchased when the price index stood at 100 would
be converted, if the index stood at 200, to $2,000, equal in purchasing
power to $1,000 of the year of purchase.
c. The arguments used by those opposing price-level reporting state that financial
reporting for general use will best serve its purposes by continuing to base
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depreciation on historical cost. Disclosure of the effect of price changes by
footnote or supplemental statements has been recommended where such effects
are material. In addition the effect of price level changes on all data on the
financial statements should be considered and not just the effect on fixed assets.
They have said that, to be consistent and objective, recognition of current
prices would require formally recording appraisal values of all property. Such a
serious step, in this view, should not be undertaken, at least until prices stabi
lize, making it practicable for business as a whole to make the change at
the same time.

Solution 8
a. 1. Value of each share of common stock—
Current market (ask)
Less—
Dilution due to increasing shares outstanding by 25%—
estimated at 15% of current market
Lower value of new shares issued due to holding period—
estimated at 10% of current market

$

(1.80)
( 1. 20 )

$
2. Value of $1,000 debentures—
Total proceeds per unit
Less—Value of 10 shares attached at above value per share

12.00

9.00

$1,010.00

(90.00)
$ 920.00

b. Journal entry—
Cash
$2,020,000
Deferred debt discount
160,000
Debentures payable
$2,000,000
Common stock
20,000
Contributed capital in excess of par value
160,000
c. The balance sheet at the end of one year would show the following:
Fixed liabilities
Debentures payable
$2,000,000
Less: Deferred discount
132,800$1,867,200
Stockholders’ equity
Capital stock, $1 par, 100,000 shares
issued and outstanding
100,000
Contributed capital in excess of par value
480,000 $580,000
The income statement would show interest expense of $147,200.
Since the deferred debt discount of $160,000 represents an additional cost of
money it should be amortized in such a way as to give a constant effective
interest rate over the life of the issue.
If the effective rate is 8% , the sum of interest and discount in the first year
would be 8% X $1,840,000, or $147,200. Since the interest payment is
$120,000 (6% X $2,000,000) the discount accumulation is $27,200.
Since the amounts involved appear to be material the straight line method,
though ordinarily acceptable, would be less desirable.
“Contributed capital in excess of par” of $480,000 consists of $320,000
on the original issue of 80,000 shares, plus $160,000 on this issue.
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C o n v ertib le b o n d
D e fin e
C o rp o ra tio n s
S u cc e ssio n t o rig h ts o f a n o th er c o r
p o r a tio n
C o st
Ite m s o f
C o st a c c o u n tin g
P ro cess c o sts
C o st stu d y
P u b lish in g a n d p rin tin g b u sin e ss
C o sts
A n d e x p en ses, d istin g u ish b e tw e en
C o tto n m a n u fa ctu rers
In v en to ries, c o m p u te v a lu e o f c o tto n
in , fo r in terim sta tem en ts
W a ste, c o m p u te p o u n d s o f lo ss d u e
to , fo r in terim sta tem en ts
C red ito r b en eficia ry
D am aged goods
L ia b ility o f c o m m o n carrier
D am ages
L ia b ility o f p rin cip a l fo r a cts o f
a g en t
R e co v e r y o f, fo r u n fit g o o d s p u r
ch a sed b y d escrip tio n
D e b e n tu re b o n d
D e fin e
D eb en tu res
J o u rn a l en tries, p rep are t o reco rd
c o n v e rsio n , a m o rtiza tio n a n d in ter
est
Jou rn a l en try to reco rd sa le o f u n its
U n it v a lu e s a ssig n ed to , c o m p u te
D e fa c to c o rp o ra tio n
A lle g e d co rp o ra tio n , h e ld to b e
D e fer r ed in c o m e ta x es
See In c o m e ta x
D e l cred ere
D e fin e
D e p a r tm en t sto res
In v en to ry , adju st jo u rn al entries
P ro fit a n d lo ss sta tem en t, w o r k sh e et
reflectin g c h a n g e s fr o m b o o k to ad 
ju sted b a la n ce s
D e p r ec ia tio n
A c c o u n tin g fo r , d efin e
A llo w a n c e , en tries, a n d p resen ta tio n
o n b a la n ce sh e e t
C h a n g e in m e th o d , adju st en tries o n
c le a n su rp lu s th e o r y fo r acco u n ts
a ffected
D e cr e a sin g cha rg es m e th o d
In crea sed rates o f, fo r a cco u n tin g an d
ta x p u rp o ses, d iscu ss m erits

77
159

2
160

75
37
144
211
200

56
56
75
35

194
33
160

11
238
238
117

1 19
216

216
231
48

143
231
39

S tra ig h t-lin e m e th o d t o su m -o f-th e
y ea rs’ d igits m e th o d fo r ta x pu r
p o ses, ch a n g in g fr o m
D ir e c t c o st m e th o d
C h a n g e to , effect o n a u d it certifi
c a te
C h a n g e to , effect o n n e t in c o m e
C h a n g e to , effect o n y ea r-en d fin an 
c ia l sta tem en ts
D iv id e n d s
C o m m o n sto c k , p e r ce n ta g e a v a ila b le
t o recip ien ts, in r eo rg a n iza tio n
S to c k
S to ck h o ld ers c o m p e l d irectors to p a y ,
circu m sta n ces
D o n e e b en eficia ry
D r u g sto re
B u sin ess in terru p tion in su ra n ce
D u es
In c o m e fr o m , o n c a sh b a sis as c o m 
p ared to a ccru al b a sis
E arn ed su rp lu s
See S u rp lu s
E arn in gs p er sh are
A n n u a l rep ort, d raft p aragrap h fo r
in c lu sio n in
R e p o r ted t o sto ck h o ld ers, c o m p u te
E a rth -m o v in g eq u ip m en t
E m p lo y m e n t
O f m in o r, b y c o m p a n y en g a g e d in
in terstate co m m e r ce , sta tu tes a f
fe c tin g
E n a k m a n u fa ctu rin g c o ., in c.
S ta tem en t o f
E n tity th eo ry
E x p la in
E sta te ta x
T a x asp ects o f w ill
E sta tes
B a la n c e sh eet, prep are
L ia b ility o f , fo r b r e a ch o f e m p lo y 
m e n t co n tra ct
E x p en ses
A n d c o sts, d istin gu ish b e tw e en
E xp ress w arran ty
D e fin e
R e lia n ce o n , fa ilu re to m e e t repre
se n ta tio n
F ed era l trad e c o m m issio n
B a sic d u ty
F id e lity b o n d s
C o lle c tio n o n , in fa ilu re o f co m p a n y
to rep ort lo ss
F in a n c ia l sta tem en ts
See S tatem en ts
F in ish e d g o o d s
E n tries to adjust, to c o st fo r m a teria l
F ir e in su ran ce
See In su ran ce, F ire

185

201
201
201

181
82
117
75
182

191

231
231
12

162
86
202
84
228
228
200
74
159
77

227

8

F o r e ig n ex ch a n g e
T ria l b a la n ce in U . S. d o lla rs fo r
M ex ica n su b sid ia ry
F o rg ery
O f c h eck , lia b ility o f p a rties in v o lv e d
F r o z e n fo o d
In v en to ry a u d it
Funds
B o n d , T -a c co u n ts, b a la n ce sh eet, p re
p a re
W o r k in g ca p ita l, b a la n ce sh ee t
W o rk in g c a p ita l, jo u rn a l entries to
open
F u n d s th eo ry
E x p la in
G o o d s in tran sit
A fte r d eliv ery to b u y er’s a g e n t
R e fu s a l to a ccep t, b y b u y er a n d sh ip 
p er
R ig h t t o sto p , w h e n b u y er b e c o m e s
in so lv e n t
S to p p a g e
G o o d w ill
A m o r tiz a tio n o f
A v e ra g e e x c e ss ea rn in gs, u s e o f , in
e stim a tin g
In a cco u n ts, reco rd in g o f
In b a la n ce sh eet, ju stify reco rd in g o f
V a lu a tio n o f, m e th o d s f o r estim a tin g
G ra p h s
M a tch w ith n u m b ered c o st o r e x p e n se
d a ta
G u a ra n ty
A b so lu te (u n c o n d itio n a l)
H a le -H a w o r th -N y e
P a rtn ersh ip
H a p p y h o m e p ro ject
C a sh c o lle c tio n s
H er tle e n g in eerin g c o m p a n y
P a ten ts
H isto ric a l c o st
Ite m s in c lu d e d in , o f m a c h in e p u r
c h a se d
M erch a n d ise b o u g h t fo r r esa le
H o ld e r in d u e c o u rse
H o ld e r o f n e g o tia b le in stru m en t to
becom e
P er so n a l d e fe n se effe c tiv e aga in st
H o ld in g c o m p a n ie s a n d su b sid iaries
C h a n g e s in reta in ed earn in gs, p re
p a re sc h e d u le
C o n so lid a ted
sta tem en ts,
p repare
w o rk in g p ap ers
C o s t o f sto c k o f , h o w h a n d led o n
co n so lid a te d sta tem en ts
T r ia l b a la n ce in U . S. d o lla rs fo r
M e x ic a n su b sid ia ry
W o rk sh eet, c o m p lete , m a k in g n e c e s
sary e lim in a tin g a n d ad ju stin g en 
tries

130
159
152

93
5
5
202
195
195
118
195
234
234
234
199
199

198
120
204
140
221

166
166

226
163

7
130
43
130

7

H o m e b u ild in g
A u d it a n d prep are sta tem en ts
H o sp ita ls
W o rd in g o f o p in io n in sp ecia l rep ort
o n sta te m en ts
Im p o rtin g
B ra n ch a n d h o m e office a c co u n ts
In c o m e
D e ter m in a tio n o f , in c o m p a n ie s w ith
la r g e in v e stm e n t in p la n t a n d
e q u ip m e n t
N e t, a c co u n tin g c o n v e n tio n s
P er io d ic n e t, m ea su rem en t o f
T a x a b le , fo r ta x p u rp oses, h o w d if
fe rs fr o m in c o m e rep o rted to sto c k 
h o ld e r s
In c o m e b on d
D e fin e
In c o m e ta x
See also T a x retu rn s
A d ju sted g ross in c o m e , d ed u ctio n s
B a d d eb t d ed u ctio n
B a la n c e d u e o n , sc h e d u le sh o w in g
C a lc u la tio n o f , sc h e d u le sh o w in g
C a p ita l g a in s an d lo sse s
C o rp o rate, p rep are w o r k sh e et sh o w 
in g c o m p u ta tio n
D e d u c tio n s
D e fer r ed ,
a c co u n tin g
th e o r y
in 
v o lv e d , e x p la in
D e fer r ed , jo u rn a l en tries
D e fer r ed , n atu re o f , o n fin an cial
sta tem en t, e x p la in
D iv id e n d s
L ia b ility , c a sh req u ired to p a y a m o u n t
due on
L ia b ility , c o m p u te
L ia b ility , jo u rn a l en tries t o adju st
L ia b ility , p rep are sc h e d u le sh o w in g
P ro ceed s fr o m sa le o f sto c k
Q u e stio n s in
R e a l e sta te tra n sa ctio n
84,
R e o rg a n iza tio n s
T a x a b le b u sin ess in c o m e fr o m in a d e
q u a te record s
In co m p le te record s
B a la n c e sh e e t a cco u n ts, p rep are w o rk 
sh e e t
T a x a b le b u sin ess in c o m e fr o m , p re
p are sc h e d u le
In d e p e n d en ce
A c co u n ta n ts
In d o rsem en t in b lan k
D e fin e
In d o rsem en ts
A c tio n a g a in st p rio r in d o rser
L ia b ility o f in d o rsers
T ran sfer o f d o c u m e n t o f title , w ar
ra n ties

102

153
58

236
122
81

51
160

1
84
181
181
84
52
1
39
39
39
84
181
140
140
46
84
170
206
181
15

15
15
184
117
193
78
118

In itia l e x a m in a tio n
A c c o u n ts r eceiv a b le
T ria l b a la n ce item s, a u d it p roced u res
a p p lied to
T ria l b a la n ce item s, in b a la n ce sh ee t
In sta lla tio n e x p en se
In b a la n ce sh eet, ex p la in
In sta llm en ts
A m o u n ts sh o w n a s r ea lized in c o m e
D e fe r r e d gro ss p rofit
G ro ss profit p ercen ta g es, c o m p u te
J o u rn a l en try t o r eco rd r ep o ssessio n
L o ss o n d efa u lts a cco u n t, prepare
en try t o adjust
P u rch a se o f eq u ip m en t, a c co u n tin g
en tries
T ra d e-in m erch a n d ise, p rep are ad 
ju stin g en try to reco rd
In stru m en ts
P resen tm en t fo r p a y m en t
In su ra n ce, B u sin ess in terru p tion
A m o u n t o f lo ss su b ject to co -in su r
a n c e p e n a lty , c o m p u te
A m o u n t o f , req u ired b a s e d o n 80%
co -in su ra n ce c la u se , c o m p u te
A m o u n t to b e r ec eiv e d u n d er p o lic y ,
c o m p u te
In su ra n ce, F ire
E x a m in a tio n o f fin a n cial sta tem en ts,
aud ito r’s resp o n sib ilities
L o ss, sc h e d u le o f e x p e cte d r eco v ery ,
w o rk in g p ap ers
P o lic y v o id in c h a n g e in p artn ersh ip
In su ra n ce, S e lf
D e fin e
P la n , a c co u n tin g fo r
P la n , a d v isa b ility o f a d o p tin g
In su ra n ce p o licie s
P ro ceed s, c o lle c tib le b y cred itors, e x 
p la in
P ro ceed s, c o lle c tib le b y frien d , e x 
p la in
In terest
U su r io u s tra n sa ctio n s
In tern a l co n tr o l
A d m in istra tiv e o r a c co u n tin g c o n 
tr o ls in
D e fic ie n c ie s a n d rem ed ies
M a jo r ch a ra cteristics o f sa tisfa cto ry
sy stem
S o u rces o f e v id en ce
In v en to ry
A u d it o f , fo r p ro c esso r o f fr o ze n fo o d
A u d itin g p ro ced u re o f , a t d a te o f
a cq u isitio n a n d d ate o f a u d it
C lo sin g , in d ep a rtm en t stores, adjust
jo u rn a l en tries
C o tto n m a n u fa ctu rers
In clu sio n o f m erch a n d ise in clien t’s,
n ea r c lo s in g d a te

108
114
114

200
79
207
207
79
207
38
207
117

182
182
182

no
no
163
235
235
235

31
31
195

222

111
150
150
152
23
216
56
21

L o w e r o f c o s t o r m ark et, rep o rted o n
c o m p a ra tiv e b a la n ce sh ee ts
M erch a n d ise, p rogram o f e x a m in a 
tio n
O m issio n o f o b serv a tio n p roced u res,
e ffe c t o n sh o rt-fo r m rep o rt
P roced u res t o reco rd p ro p erly item s in
th e b o o k s fo r au d it p u rp o ses
Q u a n tities o n h a n d a t b a la n ce sh eet
d ate, au d it p ro ced u res
R a w m a teria l, at c o st o r m ark et,
treatm en t in statem en ts
R e ta il m e th o d
R e ta il m e th o d , p rin cip le o f , a p p lica
tio n o f , to variou s situ a tio n s
R e ta il m e th o d , p rin cip le o f , ex p la in
S h o rtages
U n q u a lified o p in io n , fr o z e n fo o d
p ro cesso r
U n q u a lified o p in io n , w h en n o t p res
e n t t o o b serv e
V a lu a tio n o f , o n p rod u cts
V erifica tio n o f , b y
go v ern m en ta l
ag en cy
W o rk -in -p rocess, p rep are sta tem en t
sh o w in g d etails o f m a teria l c o st
In v estm en t c o m p a n ies
D e fe r r e d in c o m e o n rea l e sta te, c o m 
p u te
In c o m e ea rn ed a n d g ain o r lo ss o n
rea l esta te, c o m p u te
In v estm en ts in m o rtg a g es, determ in e
gain s a n d in c o m e fr o m
In v estm en ts a n d secu rities
See also S to ck
S o u rces an d v erifica tio n o f in fo r m a 
tio n
V a lu a tio n at lo w e r o f c o st o r m ark et
In v ita tio n t o trad e
O ffer to co n tra ct, d istin g u ish fr o m
J e k y ll ch e m ic a ls, in c.
S to ck o f
J o h n so n c o m p a n y
J o in t ven tu res
See V en tu res
K a ro l c o m p a n y
S e lf-in su ra n ce p la n
K itin g
D e te c tio n o f
L and
P resen ta tio n o f, o n b a la n ce sh eet
L e a se
A lte ra tio n s in
A u to m o b ile , v erification o f gross in 
c o m e fr o m co n tra cts
D isc lo su r e o f , in fin an cial sta tem en ts
124,
V a lu a tio n o f ren tal p rop erty in a c 
co u n ts
W areh o u se, d isclo su re in fin an cial
statem en ts

137
68
68
23
188
80
82
223
223
223
152
188
173
69

51
51
51

184
36
28
164

8

235
184
48
119

220
155
155

26

L e a se b a ilm en t co n tra ct
D isc lo su r e in b a la n c e sh ee t
R e co r d in g o f , to ta l in sta llm en ts p a id
u n d er co n tra cts, p rep are w o rk sh eet
L e a se d d ep a rtm en ts
L e ftg a l, F .
L eg a l rate o f in terest
D e fin e
L ia b ilities
C o n tin g en t, au d it p ro gram
O f co rp o ra tio n , c la im o f sa le sm a n as
t o p ercen ta g e o f profits, effe c t o n
a cco u n ta n t’s rep o rt
U n d e rsta tem e n t o f , au d it step s t o re
veal
Loans
E x a m in a tio n o f fin a n cia l sta tem en ts
fo r
S ta tem en t fo r , p rep are
M a ch in ery a n d eq u ip m en t
A llo c a tio n o f fa c to r y o v erh ea d
A u d itin g p ro ced u re at d ate o f a c
q u isitio n an d d a te o f aud it
E x p en d itu res ch a rg ed to o p era tio n s
o r ca p ita lized , fa cto rs to b e c o n 
sid ered
In cid en ta l c o sts ch a rg ed t o e x p e n se
P ro ced u res to r eco rd p ro p erly item s
in th e b o o k s fo r au d it p u rp o ses
R ep la cem en t; S ta tem en t o f e stim a ted
c o st c o m p a riso n s
S a le o f
M a n u fa ctu rin g a cco u n ts
T ra n sa ctio n s in , r eco rd
M a n u fa ctu rin g e x p e n se
E x p la in
M ark -o n
G ro ss, a n d n et sa les, c a lc u la te
M a rsh a lin g assets
D e fin e
M a teria lity
U n q u a lified o p in io n
M a x im u m co n tra ct
D e fin e
M ed iu m c ity
Funds
M em b ersh ip a sso cia tio n s
See A sso c ia tio n s
M erg ers
See C o n so lid a tio n s
M in in g co m p a n y
E n g in eer’s rep ort, in fo r m a tio n n e c es
sa ry fo r lo a n
M o d e m m a n u fa ctu rin g co m p a n y
E x a m in a tio n o f fin a n cia l statem en ts,
au d ito r’s certificate
M ortgages
D e b t, lia b ilitie s o f parties
In v estm en ts in , d eterm in e g a in s an d
in c o m e

155
155
216
2
195
109

161
186

26
177
198
23

121
79
23
135
12
8
200
137
29
184
195
5

24

224
161
51

M o to r tru ck s
W o rk in g ca p ita l fu n d
M u n icip a l
A c c o u n tin g sy stem
A c c o u n ts o f w a ter d ep artm en t, p re
p a re w o rk sh eet a n d sta tem en ts
B a la n c e sh eets fo r f u n ds
146,
B o n d fu n d T -a cco u n ts
F u n d s o r group title s
T ria l b a la n ce a m o u n ts b y fu n d s,
c la s sify
W aterw ork s au d it, c a sh sh ortage
W o r k in g ca p ita l fu n d , prep are b a l
a n ce sh ee t an d jo u rn a l entries to
open
W ork in g ca p ita l fu n d , sta tem en t o f
o p era tio n s, b a la n ce sh eet
M u sic stores
A c c o u n t b a la n ces, ad ju stin g entries
N e g o tia b le in stru m en ts
H o ld er o f , t o b e c o m e h o ld er in d u e
cou rse, p r o v isio n s n ecessary
N e g o tia b ility o f, u n d er certain cir
cu m sta n ces
N o tic e o f d ish o n o r
N e g o tia tio n
D e fin e
N e w p ro cess
R igh t o f co rp o ra tio n in , d isco v ered
b y e m p lo y e e
N o n -c o m p e titio n cla u se
P u rch ase o f a cco u n tin g practice
N o te s r eceiv a b le
D ifficu lties in c o lle c tin g
N o tic e o f d ish o n o r
A c tu a l w o rd in g o f , req u isite to
I n w ritin g, e x p la in
N e g o tia b le in stru m en t
O ffer
M et w ith silen ce b y offeree
R e v o k e d o r term in ated , th ree m e th o d s
O ffer to co n tra ct
In v ita tio n t o trade, d istin gu ish fr o m
O ffice b u ild in g
S e llin g p rice
O il lea ses
A u d itin g
B a sis o f , fo r in c o m e ta x p urp o s e s
C ap ital an d d o n a ted sto ck , b a la n ce
sh eet p resen ta tio n
S to ck , rep o rted o r reg istered w ith
SEC
O m eg a b roth ers co m p a n y
D e p a r tm en t sto re
O p in io n
N o n -cir cu la r iz a tio n o f acco u n ts re
c eiv a b le
P rofit sh arin g p e n sio n trust
Q u a lifica tio n o f , le a s e o n w a r eh o u se
Q u a lifica tio n o f, o n in v en to ries

5
217
60
175
93
217
146
156

5
175
177

226
226
193
34

119
31
74
193
193
193
28
28
28
94
66
66
66
66
216

112
154
26
26

Q u a lifica tio n o f , o n o p tio n s g ran ted
to officers a n d e m p lo y e e s
26
R en d ered b y in d ep en d en t certified
p u b lic a cco u n ta n t, q u estio n s o n
184
U n q u a lified , in v e n to r y o f fr o z e n fo o d
p r o cesso r
152
U n q u a lified , o n a u d it o f m u n ic ip a l
w a terw o rk s, c a sh sh o rta g e
156
U n q u a lified , p ro ced u res esse n tia l o n
sta tem en ts w h e n a m ou n ts are m a 
teria l
184
W o r d in g o f , sp ec ia l rep ort o n sta te
m e n ts o f h o sp ita l
153
W o rd in g o f , sp ec ia l rep ort o n sta te
m en ts o f in d iv id u a l p rop rietorsh ip 153
O p tio n s
G ra n ted to o fficers a n d e m p lo y e e s,
d isc lo su re in fin a n cia l sta tem en ts
26
O rg a n iza tio n e x p e n se
In b a la n ce sh eet, e x p la in
200
O v erh ea d
A llo c a tio n o f , in cu rred du rin g c o n 
stru ctio n o f m a ch in ery
198
U s e o f , in c o st sy stem
83
P acific im p o rt co m p a n y
A u d it
58
P a id -in su rp lu s
See Surp lu s
P a ro l-ev id en ce ru le
E x c ep tio n s to
28
P a rticip a tin g b o n d
D e fin e
160
P artn er b y e sto p p el
D e fin e
29
P artn ersh ip
A c cr u a l to c a sh b a sis, ad ju stm en ts to
co n v ert n e t in c o m e
204
B a la n ce sh eet, p ro fit a n d lo s s g en eral
led g er a c co u n ts, w o rk sh eet
128
B illin g s to c lie n ts, co m p u te
128
C a p ita l a c co u n ts o f , prep are adju st
in g en tries o f
45
C h a n g es in p artn ers’ ca p ita l a c co u n t,
sc h e d u le
170
D e b ts in c urr e d p rior t o a d m issio n as
p a rtn er
117
D e fin e
193
D iss o lu tio n , ad ju stm en t o f a c co u n ts
n o t g o v ern ed b y sp ecia l a g reem en t,
sta te ru les
29
D istr ib u tio n s to , a n d p e r so n a l cred i
to rs, in d isso lu tio n , prepare w ork 
sh e e t
14
D istrib u tio n s to , c o m p u te
204
E n tries n ecessa ry to p la c e b o o k s o n
a ccru a l b a sis
179
E v id e n c e o f , receip t o f sh are o f
p ro fits
4 4 , 7 0 , 193
F in a n c ia l p o sitio n , w o rk sh eet
179
In d isso lu tio n fin al c a sh d istrib u tion
t o e a ch p a rtn er
170

J o u rn al en tries t o ad ju st a c co u n ts
L ia b ility o f , fo r a cts o f p artn er
L ia b ility o f , in m isa p p rop riation o f
c lie n t’s fu n d s
P artn er’s sh are o f in c o m e cred its an d
d ed u ctio n s
P rofit a llo c a tio n , w o r k sh e et
R esu lts o f o p era tio n o f , o n accru al
b asis, w o r k sh e et
S a le o f assets, prep are c o m p u ta tio n
fo r se ttlem e n t o f cred ito rs’ cla im s
S ch ed u le o f ord in ary in c o m e
S tatem en ts o f in c o m e , fin an cial p o s i
tion , partners’ eq u ity , p repare
V o lu n ta ry an d in v o lu n ta ry d isso lu tio n
o f, d istin gu ish b e tw e en
W h ere m u st b o o k s b e k e p t in ab 
sen ce o f a g reem en t
P assen gers
L ia b ility o f c o m m o n carrier fo r in 
jury to
P aten ts
A u d it p rogram
R ig h t o f co rp o ra tio n to n e w p ro cess
d isco v ered b y e m p lo y e e
P a y m en ts
T o o u tla w e d a cco u n t, co n stitu tin g a
n e w p r o m ise t o p a y
P a y ro lls
In tern a l c o n tr o l
P en sio n s
C o st o f p a st serv ice, d eb it as a
C o sts, d isclo su re in fin a n cia l sta te
m en ts
C o sts, p r o c ed ure fo r c o m p u tin g an d
accru in g
P erfo rm a n ce b o n d
D e fin e
R e co v e r y o n
P erso n a l d e fe n se
D e fin e
P etty ca sh
See C ash
P h rases an d statem en ts
A g r ee m e n t o n b y aud itors
P le d g e d secu rity
F o r lo a n
P lu m b in g con tra cto r
B a la n ce sh ee t an d in c o m e sta tem en t
P o w e r serv ice d ep artm en t
A llo c a tio n o f e x p en ses t o dep artm en ts
P rice le v e l
A d ju stm en ts, co n fin ed t o fixed assets
an d d ep reciation , p ro s an d c o n s
C o n v ert sa les figures to , fo r in c o m e
sta tem en t p u rp o ses
P rice-M arcu s m a n u fa ctu rin g c o m p a n y
E x a m in a tio n o f fin an cial sta tem en ts
P rices
H o riz o n ta l a n d v ertica l p rice-fixin g,
d istin gu ish b e tw e en

179
225
76
89
128
179
14
89
100
29
29

35
221
119

194
71
168
168
168
227
227
34

184
226
2
125

42
42
221

77

P rin tin g
C o s t stu d y
P ro d u cts
B rea k ev en p o in t, co m p u te
C o sts tran sferred fr o m v a rio u s p r o c 
esses, c o m p u te
In c o m e sta tem en t
In v en to ry v a lu a tio n
P ro fit a n d lo ss sta tem en t
S e llin g p rice p er u n it, co m p u te
T ran sfers o f , fr o m o n e d ep artm en t to
a n o th er
P r o fe ssio n a l eth ics
Q u estio n s in
P ro fe ssio n a l m e n
A c co u n ta n t’s resp o n sib ility to clien ts
fo r c a re in en g a g e m en ts
L e g a l d u ty in p e r fo rm in g services,
e x p la in
P r o fe ssio n a l m e n ’s a sso cia tio n o f M id 
d leto w n
In c o m e fr o m m em b ersh ip
P ro fit
C o rrect, prep are w o rk sh eet t o d ev e lo p
G ro ss, o n sa les, p rep are sc h e d u le
G ro ss, ch a n g es in , p rep are d eta iled
a n a ly sis
P rofit a n d lo ss sta tem en ts
See S tatem en ts
P ro fit o r lo ss
J o in t v en tu re w o rk sh eet an a ly sis o f
n e t profit o r lo s s
P ro fit sh a rin g p e n sio n trust
V a lu a tio n o f a ssets
P ro fit sh a rin g trust
A llo c a tio n o f tru st in c o m e to , an d
ch a n g es in , m em b ers’ a cco u n ts
C o n trib u tio n s
F in a n c ia l p o s itio n
S ev era n ce se ttlem e n t a n d fo r fe itu r e
P ro m ise
A s u sed in co n tra cts, defin e
P ro m isso ry n o te
A lte ra tio n s in
F a ilu re o f c o n sid era tio n , p e rso n a l or
rea l d e fe n se
L ia b ility o f ind o rser
N e g o tia b ility o f , effect o f in d o rse
m en ts o n
P a y a b le to n o n -ex iste n t p erso n
P rop rieta ry th eo ry
E x p la in
P ro p rietorsh ip s
B a la n c e sh ee t a n d in c o m e statem en t
fo r
W o rd in g o f o p in io n in sp ec ia l rep ort
o n sta tem en ts
P ro sp ero u s c o m p a n y
D e b e n tu re s

211
3
173
173
173
3
3
123
184

30
30

191
205
137
47

142
154

208
208
208
208
28
32
163
163
117
117
202

2
153
11

P u b lish in g
C o st stu d y
P u rch a se d isc o u n t
C a lc u la te
P u rch a se o f a b u sin ess
In c o m e a n d e x p e n se a cco u n ts, b a l
a n c e sh eet a cco u n ts
R e v ie w o f a c co u n tin g record s
R u le s o b ser v e d w h e n p u rch a sin g e n 
tire assets o f a n oth er co rp o ra tio n
P u rch a ses
In v en to ry a t c o st o r m ark et, treat
m e n t in sta te m en ts
O n in sta llm en ts, a c c o u n tin g en tries
R e a l d e fe n se
D e fin e
R e a l e sta te
A u d it o f h o m e b u ild ers a c co u n ts
D e fe r r e d in c o m e o n , c o m p u te
In c o m e earn ed a n d g a in or lo ss o n ,
c o m p u te
In c o m e ta x
O p tio n la p se , d a m a g e s fo r b r e a ch o f
co n tra ct
P resen ta tio n o f, o n b a la n ce sh eet
S e llin g p rice o f office b u ild in g
R en t
C a sh c o lle c tio n s , sc h e d u le
R e n ta l p rop erty
V a lu a tio n o f b u ild in g in th e accou n ts;
a c co u n tin g entries
R eo rg a n iza tio n s
C arry-forw ard lo sse s a v a ila b le as re
d u ctio n o f ta x a b le in c o m e
N e t ta x a b le in c o m e fo r fe d e ra l in 
c o m e ta x p u rp o ses
P ercen ta g e o f c o m m o n sto c k d ivid en d
ta x a b le t o recip ien ts
S u m m ary b a la n ce sh ee t fo r b o o k p u r
poses
R ep orts
E n g in eer’s, o n m in in g c o m p a n y fo r
lo a n
L o n g -fo r m , au d itor’s r esp o n sib ility
L o n g -fo r m , m a teria ls in c lu d e d
S h ort-form , ch a n g e in sa les cu t-o ff
d a te
S h o rt-fo rm , n o n -circu la riza tio n o f a c
c o u n ts r eceiv a b le
S h o rt-fo rm , to b oard o f d irectors
R esea rch
C o sts
R eserv es
E ffect o f a cco u n tin g p ra ctices o n
co m p a ra tiv e fin a n cia l statem en ts
In b a la n ce sh eet, o p in io n o f a c co u n t
in g p ra ctices
R estrictiv e in d o rsem en t
D e fin e

211
137

69
97
75

80
38
34
102
51
51
206
78
48
94
140

154

181
181
181
181

24
113
113
65
112
224
221

232
232
34

R e ta in e d ea rn in g s
S ta tem en t, p rep a re
49
R etu rn o n in v e stm e n t
M in im u m rate o f , t o m a in ta in pres
e n t ca p ita lized v a lu e p e r sh a re
169
R e v en u e
A t tim e o f s a le
164
S a la ry
O v ertim e
162
S a le s
G o o d s to ta lly d e str o y ed
33
P a y m en t in r ea l e sta te an d lin e n s,
U n ifo r m sa le s a c t
118
R e v en u e r ec o g n ize d at tim e o f
164
S a les cu t-o ff d a te
C h a n g e in , effect o n n e t in c o m e , d is
clo su r e in sta tem en ts
65
C h a n ge in , sh o rt-fo rm rep ort
65
S a m p lin g
See T e stin g a n d sa m p lin g
S c h o o l districts
B a n k co n firm a tio n s
66
S ecu rities
See In v estm en ts a n d secu rities
S e lf in su ra n ce
See In su ra n ce, S e lf
S erv ice d ep artm en ts
A llo c a tio n o f e x p e n se to d ep artm en ts 125
S h o rt-fo rm rep ort
See R ep o rts
S h orta g es
C a sh , in m u n ic ip a l w a terw ork s aud it,
u n q u a lified o p in io n
156
In v en to ry
223
S k a tin g rin k
W ork sh eets, jo urna l entries
179
S o c ia l secu rity
O ld a g e in su ra n ce b en efits in y ea r
119
S p ecia l in d o rsem en t
D e fin e
3 4 , 117
S p ecific g o o d s
D e fin e
74
S p o ile d g o o d s
E n tries fo r
166
S ta n g er a n d T h e e le r co m p a n y
P ro fit sh a rin g tru st
208
S ta tem en ts
A p p lic a tio n o f fu n d s, su p p o rted b y
w o rk in g ca p ita l ch a n g es
212
C a sh flo w , d e ta ilin g c a sh p ro v id ed b y
p rofits o r lo sse s fr o m o p e r a tio n
212
C o n so lid a ted
See C o n so lid a tio n s
D isc lo su r e , effect o f c h a n g e in sa les
cu t-o ff d a te
65
D isc lo su r e in , o f in v en to ries
26
D isc lo su r e in , o f lea se o n w a r eh o u se 26
D isc lo su r e in , o f o p tio n s gra n ted to
officers a n d e m p lo y e e s
26
E v e n ts o ccu rrin g a fter c lo s in g d a te 2 1 9

In co m p a r a tiv e fo r m , c o sts o f op era 
tio n o f p rin tin g a n d sh ip p in g d e 
p a rtm en ts
In c o m e , item s req u irin g ad ju stm en ts
In co m e , p ro d u cts
In terim , in v e n to r ie s in
N e t ch a n g e in w o rk in g c a p ita l
P rofit a n d lo ss, fo r n e w p rod u ct
P rofit a n d lo ss, reflectin g ch a n g es
fr o m b o o k t o ad ju sted b a la n ces
P rofit a n d lo ss, su p p orted b y an a ly 
sis o f va ria tio n s
S o u rce a n d a p p lica tio n o f fu n d s
S ta tistical sa m p lin g
See T e stin g an d sa m p lin g
Statu te o f lim ita tio n s
P a y m en t to o u tla w e d a c co u n t
S to ck
See also In v estm en ts a n d secu rities
C ap ital, su b scrip tion s to , con firm a
tio n s
C o m m o n , jou rn al en try t o reco rd sa le
o f u n its
C o m m o n , u n it v a lu e s a ssig n ed to ,
c o m p u te
C o rp o ra tio n ’s, fr e e tra n sfer o f, re
strictiv e agreem en t
C o st o f, o f su b sid iary, h o w h a n 
d led o n c o n so lid a te d sta tem en ts
P referred , cu m u la tiv e an d particip at
in g , e x p la in
P u rch ase an d sa le o f o w n , a cco u n t
in g p rin cip les in v o lv ed , jou rn al e n 
tries
S to ck h o ld ers
R ig h t o f , to h a v e p u b lic a cco u n ta n t
e x a m in e corp o ra te b o o k s
W h e n d o lia b ilitie s term in a te
S to ck h o ld ers’ eq u ity
A c co u n ts, prepare sc h e d u le o f r ec o m 
m en d ed ad ju stin g en tries
B a la n ce sh ee t se c tio n , p rep are
M a jo r su b d iv isio n s o f , in b a la n ce
sh eet
S u b d iv id in g a m o u n t o f , e x p la in rea
so n s fo r
S u b sid iaries
See H o ld in g co m p a n ies an d su b sid i
aries
S u rety
C o lla ter a l, righ ts o f cred ito r
Su rp lus
E arn ed , u s e o f term in fin a n cia l sta te
m en ts
P a id -in , u se o f , in fin a n cia l statem en ts
T a x retu rn s
See also In c o m e tax
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2
173
56
86
3
216
105
54

194

225
238
238
229
43
160

40

75
75

49
49
233
233

120

233
233

138

N e t ta x a b le in c o m e , b a la n ce p a y a b le
o r o v erp a y m en t o f tax, co m p u ta 
tio n s
T a x es
See In c o m e ta x es; S o c ia l secu rity
T a x p a y er m a n u fa ctu rin g co rp o ra tio n
C o rp o ra te fe d e ra l in c o m e ta x , w o r k 
sh ee t sh o w in g co m p u ta tio n
T e stin g a n d sa m p lin g
Im p ro v em en ts in a u d itin g resu ltin g
fr o m
W e a k n esses o f tra d itio n a l a u d itin g
p ro ced u res, sta te
T h e ft
A u d itin g p ro ced u res t o u n co v er
C o n ce a lm en t o f , in tern al c o n tr o l
T h ird p arty b en eficia ry co n tra ct
T h o m a s m a n u fa ctu rin g co m p a n y
C h a n g es in w o rk in g ca p ita l
T itle
R e fu s a l t o p a y p u rch a se p r ice o n
w h ea t d estro y ed
T o r tio u s in te rfe re n c e w ith a co n tra ct
D e fin e
T ru ck s
D e p r e c ia tio n
L e a se b a ilm en t co n tra ct, reco rd in g
o f , to ta l in sta llm en ts p a id , p repare
w o r k sh e et
U ltr a v ires a ct
B rea ch o f co n tra ct
U n e m p lo y m e n t in su ra n ce ta x es
C o st o f , d u rin g o p era tio n s o f em er
g e n c y p la n t, reco rd in g in a cco u n ts
U n ifo r m p artnership a ct
P ro v isio n th a t receip t o f sh a re o f
profits is e v id en ce o f partnership
U n ifo r m sa le s a ct
P a y m en t o f g o o d s in rea l e sta te an d
lin en s
U n p a id seller’s lie n
D e fin e

95

52

22
22
190
190
75

212
33
28
155

155
194

201
193

118
74

U n sta b le fu rn itu re co m p a n y
In sta llm en t sa les
V a ria tio n s
A n a ly s is o f , sta tem en t o f profit a n d
lo s s
F r o m stan d ard co sts
V en tu res
J o in t, w o rk sh eet an a ly sis o f tran sac
tio n s
V o tin g
C u m u la tiv e, p u rp o se an d o p era tio n
V o tin g sto c k
S ig n ifica n ce o f p e rcen ta g e o f , in ju sti
fy in g in c lu sio n o f su b sid iary in
c o n so lid a te d sta tem en t
W a lsch co m p a n y
W arran ty
E xp ress, relia n c e o n , fa ilu re to m e e t
rep resen tation
T ra n sfer o f d o c u m e n t o f title fo r
v a lu e b y in d o rsem en t
W aste
P o u n d s o f lo ss d u e to , c o m p u te fo r
in terim statem en ts
W atered sto ck
D e fin e
W aterw ork s
A c co u n ts o f , prep are w o rk sh eet and
sta tem en ts
A u d it
W h o le sa le trade
F a m ily p artnership
W ork in g p ap ers
F o rm s o r ty p es o f, fo u n d in an n u al
au d it
G en era l cla ssifica tio n s o f co n te n t o f,
in c o n n e c tio n w ith a n n u al a u d it
O w n ersh ip
T ran sfer
U ses

207

105
105

142
160

198
215

159
118

56
229

60
156
100

219
219
76
76
20

